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When Franklin wrote to his friend 
that “in this world, nothing is certain - 


T 


but death and taxes,” he didn’t envision 
a period in whitch Congress continually 
talks of aménding tax laws and gets ac- 
tion perentially. > 2 * 


Nor did \he foresee a situation in 








; “is ; . | 
which, if you try to give away some of 
your materia} accumulation, “gifts in , 
contemplation) of death” frustrate an- ) 
other attempt \at tax certainty. The , 
United States citizen hasn’t as yet tried 
to take it with him. Wonder why—at 

; oe oe a cae Sa aa Editor 
best he risks only a jeopardy assess Neary L. Siewert 
ment. In the next issue our articles Washington Editor 
vill consider the problems incident to peceontag tet 
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Acq. and Non-acqa. 


Personal Income Taxes 
Sir: 


Help! Your April cover map shows North 
Dakota as one of the eighteen states not 
having a personal income tax. What have 
we been paying since 1919? 


GERALD R. CONOBOY 
Farco, NortTH DAKorA 


{Much to our regret, Mr. Conoboy, we must 
admit that you have been paying just the tax 
you thought you were paying—a personal 
income tax. A still, small voice also forces 
us to point out that although our ill-fated 
map does not show that your neighbors in 
Montana pay personal income taxes, they 
also have been doing so for a number of 
years. 


Incidentally, in an effort to forestall 
(we hope) protests from indignant South 
Carolinians re our sales tax map on the 
cover of this month’s magazine, we hasten 
to point out that we know that the legis- 
lature of that state has just enacted a sales 
and use tax law. Unfortunately, however, 
the governor’s approval on April 19 came 
too late for us to incorporate this infor- 
mation in our map.—Editor.] 


Tax Laws 
Based on Scientific Principles 
Sir: 


After practicing in taxation for almost 
thirty-five years, approximately thirty years 
as a certified public accountant, I have 
reached the conclusion there are too many 
groups purposely being favored by our Con- 
gress and business generally is no exception. 
Until we approach the problem of taxation 
from a scientific basis, there will continue to 
be loopholes and many of the criticisms we 
hear today. I believe the tremendous federal 
debt can be serviced and the present tax load 
carried if our tax laws were based on scien- 
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tific principles which I am convinced they 
are not. 


The only scientific approach to a graduated 
income tax is to eliminate as much tax as 
possible from corporations and _ business 
generally. I would allow dividends paid by 
corporations as a deduction for determining 
the corporation tax in order to eliminate the 
double tax on corporate dividend income. 
This would, of course, necessitate adjust- 
ment of rates on individual returns for loss 
in revenue and possible allowance of a real 
and substantial earned income credit to 
avoid passing such additional tax on to 
earned income. In the final analysis, as much 
tax as practically possible should be assessed 
directly on the stockholder or consumer who 
actually is the one who receives the benefits of 
the profits of industry and corporations, 


Epwarp W. SCHIETINGER 
PITTSBURGH, PENNSYLVANIA 


Cancellation of Indebtedness 
Sir: 


Reference is made to the article entitled 
“How to Eliminate the Tax on Debt Can- 
cellation” appearing in the February issue 
of TAXES, pages 127 and following. 

On page 133, it is stated that Section 
22(b) (9) “applies to taxable years commenc- 
ing before January 1, 1951” and that “Rep- 
resentative Doughton . . . has announced 
that the extension of Section 22(b)(9) to 
taxable years beginning before January 1, 
1951, is the final such extension.” However, 
Section 201 of the Revenue Act of 1950, 
which became law on September 23, 1950, 
extended Section 22(b)(9) to taxable years 
beginning on or before December 31, 1951. 

On page 168 it is stated that: 

“The law relating to cancellation of in- 
debtedness is in the fluid state of develop- 
ment. Accordingly, in order to protect your 


(Continued on page 418) 
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Tax=-Wise 


Meetings of Tax Men 
Pennsylvania State College.——The Fifth 













meeting is offered by the Penn State School 
of the Liberal Arts and General Extension 








— § Annual Institute on Taxation will be held 
dee } on the Pennsylvania State College main 
by campus, State College, from May 20 to 25. 
‘ing Originated in 1947 by J. K. Lasser, the 





Services. Kenneth W. Gemmill of Phila- 



























































































































































































































“we delphia is chairman of the 1951 program. 
real ' Speakers scheduled to take part include © 
to — Roy Blough, member of the Council of 
1 to : Economic Advisers to the President; Ster- 
iuch (fling K. Atkinson, professor of accounting, 
ssed }§ Temple University; Carman G. Blough, 
who (@ director of research, American Institute of 
ts of § Accountants; Henry Cooper, Pittsburgh; 
Leon Metzger, former Secretary of Revenue 
NGER of Pennsylvania; Maurice E. Peloubet, New 
York City; Oscar Pogge, Baltimore; and 
Leonard Raum, Washington, D. C. 
Kentucky Society of Certified Public Ac- 
countants.—The Second Kentucky Institute 
on Accounting will be held May 15 and 16 
titled at the University of Kentucky, under the 
Can- joint sponsorship of the Kentucky Society 
issue of Certified Public Accountants and the 
College of Commerce, University of Ken- 
wien tucky. Robert D. Haun, professor of ac- 
edits counting, is general chairman. 
‘Rep- Speakers will include W. K. Simpson, 
unced president, Kentucky Society of Certified 
9) to Public Accountants; H. L. Donovan, presi- 
ary |, dent, University of Kentucky; and John H. 
vever, Zebley, vice president, American Institute 
1950, of Accountants. 
1950, Tax Executives Institute, Inc., New York 
years Chapter—The Seventh Annual Banquet of 
951. the New York Chapter of the Tax Execu- 
tives Institute, Inc., will be held May 17 at 
of in- the Waldorf-Astoria Hotel in New York 
velop- City. Guest of honor and principal speaker 
t your will be Senator Joseph C. O’Mahoney of 
e 418) Wyoming. Guests will include many federal, 
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Taxes... 
Tax People... 
Things Taxed... 


state and city officials. Information on res- 
ervations can be obtained from Tax Execu- 
tives Institute, Inc., 60 East 42nd Street, 
New York 17, New York. 


Tax Executives Institute, Inc., Detroit 
Chapter.—This chapter of Tax Executives 
Institute, Inc., and the University of Michi- 
gan School of Business Administration 
jointly sponsored their fourth tax confer- 
ence on April 27. Charles R. Sligh, Jr., 
regional director of the NAM and chairman 
of its taxation committee; Edward H. 
Barker, Assistant Chief of Naval Matériel; 
Robert S. Ford, professor of economics, 
University of Michigan; and John J. Mc- 
Cullough, partner, Lybrand, Ross Bros. & 
Montgomery, were the speakers. 


Amendment Resolutions—Part 2 


The attempt to force Congressional con- 
sideration of a constitutional amendment 
through resolutions by the state legislatures 
has been most successful in the case of the 
group trying to put a twenty-five per cent 
ceiling on income taxes (April issue, page 
261). Last month Kansas became the 
twenty-third state to pass such a bill; 
thirty-two are needed. 


Four states apparently approve of the 
technique of memorializing Congress. Michi- 
gan, Nebraska, Iowa and New Mexico, ac- 
cording to Iowa State Senator Herman B. 
Lord, have recently passed another resolu- 
tion. The amendment proposed in this case 
will probably have strong appeal to the 
revenue-seeking legislatures of other states. 


This resolution supports a constitutional 
amendment which provides that all personal 
income taxes in excess of fifty per cent and 
all corporate taxes in excess of thirty-eight 
per cent levied by the federal government 
must be paid to the states in which the 
money was collected and that twenty-five 
per cent of all other taxes collected by the 
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federal government shall be paid to the 
states in proportion to population, after 
twenty per cent of both funds have been 
used to reduce: the principal of the federal 
debt (estimated at $260 billion by the end 
of fiscal 1951). 


The amendment would not be effective 
in time of war, but cessation of hostilities 
could be declared by the President, by 
Congress or by resolutions of thirty-two 
state legislatures. 


The amendment, identical in form in all 
states, provides that Congress may not ad- 
mit more than three more states without 
the consent of the legislatures of three 
fourths of the states, that the gold content 
of the dollar may not be lower than it was 
on January 1, 1949, and that a $600 exemp- 
tion from personal income tax is the mini- 
mum for each taxpayer, his wife and any 
dependents. 


The Worst Years of Our Lives 


The average American is twenty-nine 
years old. He is married and has 2.08 chil- 
dren. For the purposes of this discussion, 
we'll give him two whole children, a boy 
and a girl. With equal arbitrariness, we'll 
make the children five and six. 


There are about sixty-one million Ameri- 
cans gainfully employed, and the total 
national income is $263 billion. Since our 


man is an absolute average, he makes about 
$4,300 a year. 


Let’s be liberal and assume that both 
children remain dependents and count as 
exemptions until they reach the age of 
twenty-one. Our average man with his four 
exemptions will spend $4,485 during the 
next fifteen years, at the present rate of 
$299, on his federal income tax. The next 
year, with his wife and daughter as exemp- 
tions, he will pay $419. He will work until 
he reaches retirement age at sixty-five, so 
for the last twenty years, with two exemp- 
tions, he will pay $10,780. In all, during 
the rest of his working life, our twenty- 
nine-year-old will pay $15,684 in federal in- 
come taxes. 


This man is so average that he keeps the 
same job at the same rate of pay, neither 
getting fired nor getting a raise. He is 
paying social security taxes, of course. As 
the percentage gradually rises through 1969, 
he will pay a total of $1,584. Thereafter 
for seventeen years he will pay a flat 3% 
per cent of his income, or $1,989. His 
total bill will be $3,573. 


No matter how average he may be, he 
probably lives in a state with a sales tax or 
a personal income tax, but not both. As- 
sume that he lives in Illinois, which has a 
two per cent retailers’ occupational tax. 
Also assume, since he’s an average guy, that 
he uses the ready-made tax table which he 
has before him instead of messing around 
with the long form. A table used by collec- 
tors indicates that until junior is twenty- 
one, the sales tax will amount to $975—$65 
a year. The next year, our taxpayer will 
spend $60. When the fledglings have flown 
the nest, it goes to $50 a year, or a total of 
$1,000. By retirement age, he will have 
spent $2,035 on this tax. 


Like about half our people, our average 
American lives in a metropolitan area, and 
since he’s already in Illinois, the metropoli- 
tan area is Chicago. If he has a car of fairly 
low horsepower, direct license fees on his 
car are $10.50 for the state and $10 for the 
city. If he continues to own a car until he 
retires, these licenses will cost him $738. 


If he buys a new car every five years, 
paying $2,000 for it, the Automobile Manu- 
facturers Association estimates the federal 
excise tax on car, radio and heater at 
$102.25. On his seven cars, this will cost 
$715.75. In addition, he will have to buy 
gasoline to run it; if he uses ten gallons a 
week in Illinois, where the state tax is com- 
paratively low, the federal and state taxes 
will come to forty-five cents a week, and 
at retirement he will have paid out $842.40. 
Assuming that he gets twenty miles to a 
gallon of gasoline and purchases five quarts 
of oil at each oil change, if he changes his 
oil every thousand miles, the federal tax 
on lubricants will be $28.05 when it’s all over. 


Let’s assume that our taxpayer, his wife’s 
bridge parties and junior’s experiments be- 
hind the garage consume a pack of ciga- 
rettes a day. The present federal tax on 
cigarettes is $3.50 a thousand, and Illinois 
adds a cent and a half per package. If the 
family keeps smoking at the same rate, the 
tab when he retires will have totaled ap- 
proximately $1,117. 


The fellow’s no saint. Like “the majority 
of adult Americans” (according to testi- 
mony before the House Ways and Means 
Committee on the 1951 tax bill), he oc- 
casionally takes a nip of whiskey to keep 
the cold out. Including parties, dropping in 
at the corner saloon with the boys and just 
plain having a drink at home, assume the 
family uses up a quart of bourbon a month. 
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What It Costs to Be an Average American 


Federal income tax $15,684.00 
Social security tax 3,573.00 
Sales tax (Illinois) 2,035.00 
Auto license taxes 738.00 
Auto excise taxes 715-75 


Gasoline taxes, federal and state 842.40 
Lubricants excise tax 28.05 
Cigarette taxes, federal and state 1,117.00 


Liquor tax 972.00 
Real property tax 7,200.00 
Personal property tax 720.00 
Telephone tax 267.84 
Home appliances tax 75.00 
Luxury taxes 342.00 
Admission tax 187.20 
Transportation tax 246.00 
PARTIAL TOTAL OF TAXES $34,743.24 
TotTaL EARNINGS $154,800.00 





No beer, no wine, nothing but one quart of 


bourbon. That’s three gallons a year, and . 


the federal tax on it at present rates is $27. 
Drinking at the same rate will cost him 
$972 in taxes by the time he retires. 


At twenty-nine, he’s just about beginning 
the long stagger under a mortgage on a 
home of his own. Assessed valuations in 
Cook County are adjusted in a series of 
complicated ways, but it’s more than fair 
to assume he will pay at least $200 a year 


in property taxes. By retirement, that will 
be $7,200. 


His tax load is already so heavy that he 
probably hasn’t bought a lot of personal 
property. At a very conservative estimate, 
though, he spends at least $20 a year on 
the state personal property tax. That will 
add $720 to his tax load through life. 


In the house they have a telephone, prob- 
ably a two-party line. If they don’t make 
any excess calls or call anyone long dis- 
tance, the federal tax on the bill is $7.44 a 
year. That will add up to $267.84. 


Assuming a twenty-year depreciation, at 
some time in his working life he will replace 
his present radio-phonograph, refrigerator 
and television set. If he spends $750 on 
these items, the government takes $75. 


Being a guy who wants to get along with 
his wife, it seems probable that at least 
twice in thirty-six years she’s going to get 
a new fur coat. If the bill for the two 


comes to $1,000, he will also pay $200 in 
If he buys himself a $100 


luxury tax. 


Tax-Wise 





camera and each of the kids a $10 model, 
the tax on those purchases will be $30. A 
family of four is going to buy some luggage 
—let’s say one bag apiece at $50. The tax 
on the bags will be $40. His wife’s cosmetics 
and his shaving stuff get the same treat- 
ment. If the couple spends $10 a year be- 
tween them on such things, the bill at re- 
tirement will have been $72 for taxes. These 
all add up to $342. 


At twenty-nine, and with two growing 
kids around, the family probably goes to 
the movies now and then. Assume that 
their attendance averages once a week for 
some one member of the group. If they 
stick to the neighborhood houses, the ad- 
mission will be about fifty cents, plus a 
dime for the government and a small tax 
for the city. That will come to $187.20 by 
retirement. 


Of course, being typical Americans, the 
family gets a two-week vacation and spends 
every hour of it away from home. Let’s 
say that half the time—while the kids are 
growing up—the family goes off in the car. 
The other half, mother and dad go by train 
or plane to some other city and stay in a 
hotel. The car trips run up the gasoline 
tax, of course. If the family averages a 
thousand miles on their auto trips, the total 
tax will be over $30—that is, if they keep 
out of states like Mississippi and Tennessee, 
where the state takes seven cents a gallon. 
By train or plane, traveling the same dis- 
tance in any style, the tickets for the two 
of them will be about $80. The government 


‘adds fifteen per cent, which will come to 


$216 on their eighteen trips. The tax on 
their movements will add up to approxi- 
mately $246, assuming they stay out of 
places like New York City, where there’s 
a five per cent tax on hotel rooms, too. 


Actually, of course, our average man isn’t 
average at all. He hasn’t bought a beer in 
thirty-six years (federal tax, $8 a barrel) 
or a baseball glove for junior (federal tax, 
ten per cent) or a piece of jewelry for his 
wife (twenty per cent) or a phonograph 
record (ten per cent). He hasn’t replaced 
a television tube (ten per cent) or a light 
bulb (twenty per cent) or taken any snap- 
shots (film, fifteen per cent) or gone hunt- 
ing (eleven per cent on firearms and shells) 
or bought any tires (five cents a pound), 
because these are “hidden” taxes, levied at 
the manufacturer’s level, and difficult to 
figure out in terms of prices to the con- 
sumer. In the same way, we haven’t figured 
the hidden tax on electric power (3% per 
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WHERE IT COMES FROM — 


IT GOES 


BUDGET 


AND WHERE 


COMMONWEALTH 


i9SO-1951 


INCOME 


CUSTOMS AND 
EXCISE DUTIES 


£162 m. 
INCOME TAX 
AND 
SOCIAL SERVICES 


- CONTRIBUTION 
BUSINESS 


UNDERTAKINGS £312 m. 
£50 m. 


20%, 
WOOL 
CHARGE 


£103 m. 


TOTAL EXPECTED REVENUE 
£738,658,000 


cent) or that on the oil for his furnace (4% 
per cent). 


Besides, we have omitted a variety of 
taxes which our average man will pay 
irregularly and in small amounts. If he 
takes his wife to a stage show, the tax is 
twenty per cent; if afterward they go to a 
night club, they will pay a twenty per cent 
tax based on prices which already include 
the liquor tax. If the kids have a dog, he'll 
have to buy a license. If he goes to a ball 
game, he’ll have to pay admission tax; if 
his wife gets in free on ladies’ day, she’ll 
still pay the tax. If he bowls, he’ll pay an 
indirect tax for using the alley; if he plays 
a pinball game, part of his nickel goes for 
tax. If he joins a golf club and the mem- 
bership fee is over $10 a year, the tax is 
twenty per cent. 


Even without these sums, however, he’s 
spent a lot of money to support his govern- 
ment. The total tax on the activities listed 
here comes to $34,743.24; of the working 
years ahead of him at twenty-nine, he will 
spend more than eight earning the money 
to pay his taxes. He has one comfort; 
being average, he will live to be sixty- 
eight, and for those last years he'll get a 
return from social security. 


EXPENDITURE 


WAR AND 
REPATRIATION 


£129 m. SOCIAL SERVICES 


PAYMENTS TO 
STATES 


E111 m. 


BUSINESS 
UNDERTAKINGS 


£97 m. 


TOTAL ANTICIPATED EXPENDITURE 
£738,268,000 


—We Are Not Alone 


It isn’t only the average American who is 
paying substantial amounts in taxes. Shown 
in the two charts are the breakdown of the 
taxes paid by our Australian allies and the 
steeply climbing rates since the first World 
War. The material was supplied by John 
M. White, secretary of the Taxpayers’ As- 
sociation of New South Wales. For a com- 
parison with United States budgetary 
practice, see the chart on the cover of the 
February issue of this magazine. 


In Pakistan, the Constituent Assembly 
has raised most of the conventional taxes 
and in addition put a five per cent tax on 
advertising in newspapers and magazines; 
a national tax on motor vehicle ownership; 
and a business tax on lawyers, “income 
tax practitioners,” clearing agents and con- 
tractors dealing with the government. 


Canada has added a twenty per cent sur- 
charge on the amount payable under pres- 
ent income tax rates for individuals and 
corporations; raised the sales tax from 
eight to ten per cent; raised its luxury tax 
from fifteen to twenty-five per cent; upped 
the cigarette tax from twenty to twenty- 
three cents; and added a fifteen per cent 
tax on a new list of heavy consumer durables. 
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Describing it as “a tough budget rather 
than a popular one,” Hugh Gaitskell, the 
British Chancellor of the Exchequer, last 
month raised income taxes on income over 
250 pounds ($700) to almost fifty per cent 
from the previous forty-five; increased the 
tax on distributed profits from thirty to 
fifty per cent; put in a fifty per cent charge 
for false teeth and spectacles, which were 
previously furnished free under the Na- 
tional Health Insurance plan; and raised 
the purchase tax on automobiles, radio and 
television sets, and household gas and elec- 
tric appHances from 33% to 6624 per cent. 


—And We Are Not Alike 


The average American also has certain 
variations in the size of his tax budget de- 
pending upon where he lives. In the last 
month, the trend has been upward. 


After May 1, it’s going to cost more to 
buy things in New York City. The New 
York City Enabling Act was amended 
recently to permit the city to increase its 
sales and use tax rate from two to three 
per cent. Local laws carrying a May 1 ef- 
fective date and taking advantage of this 
authorization have been adopted. 


In West Virginia, the state tax of one 
cent a pack on cigarettes has been raised 
to four cents, and a tax of a penny on each 
sixteen fluid ounces has been levied on 
bottled soft drinks. The city of Niagara 
Falls began paying a two per cent sales 
and use tax on March 1. 

Governor Fine of Pennsylvania, submit- 
ting a budget to the legislature, has recom- 
mended a flat income tax of one-half per 
cent on persons and unincorporated busi- 
nesses, an increase from four to five per 
cent in corporate net income tax, repeal of 
the soft drinks tax and retention of all exist- 
ing emergency taxes. 


In Rhode Island a bill has been intro- 
duced to impose an excise tax of fifty cents 
a.gallon on distilled beverages. Washing- 
ton has passed a corporate net income tax 
of four per cent. South Carolina is expected 
to pass a three per cent sales and use tax. 
Nevada has closed a loophole by forbidding 
gifts of cigarettes unless the tax stamps 
are affixed to the packages. Both Illinois 
and Michigan are considering bills to raise 
state gasoline taxes from three to five cents 
a gallon. 


A few states sound like nice places to 
live. Governor Warren of Florida, in his 
message to the legislature, recommended 
that no more money should be appropriated 
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than present taxes will yield, and urged the 
group not to enact any more taxes. of any 
kind. Texas is considering a constitutional 
amendment which would bar any state or 
city income tax and any state-wide sales tax. - 


CED Recommends Maximum 
Economy, Higher Taxes in 1952 


Reduction in expenditures and increased 
taxes to balance federal spending in the 
fiscal year 1952 are recommended by the 
Committee for Economic Development in 
its new statement on “An Emergency Tax 
Program for 1951,” issued on March 29, 


The CED proposes lopping $6 billion 
from the $74 billion budget proposed by 
President Truman, and says that a $3 bil- 
lion slash is the “minimum goal.” 


“It is intolerable that the federal govern- 
ment, which next year will spend one 
fourth of the national income, should not 
share in the general belt-tightening,” the 
statement said. A major cut could occur 
in the nondefense items other than vet- 
erans’ benefits and debt interest, and an- 
other in the $50 billion defense expenditure, 
where “the savings from moderate gains in 
efficiency can be measured in billions of 
dollars,” CED said. 


The committee proposes tight restrictions 
on bank credit, a national program to en- 
courage private savings and prompt enact- 
ment of a $10 billion tax hike. To achieve 
this sum, the group recommends a five per 
cent increase in individual income taxes; 
increase on corporate profits tax over 
$25,000 from forty-seven to fifty per cent; 
increased excises on cars, consumer dura- 
bles, alcoholic beverages, tobacco and gaso- 
line; and a new five per cent excise on 
retail sales of clothing and house furnishings. 


“We recommend that taxes be raised 
enough to balance the estimated expendi- 
tures after minimum allowance for econo- 
mies,” the statement said: “If in setting 
taxes we count on only a smaller amount 
of economy, we have a chance of achieving 
a surplus, which would be welcome. We 
strongly urge and support every effort to 
achieve ...a budget surplus. But we want 
to avoid the deficit that might occur if 
taxes were raised only enough to balance 
the budget with maximum economy.” 


Our Cover 


South Carolina’s new three per cent sales 
and use tax was enacted on April 19. Our 
cover, which was printed before that date, 
is therefore already a little out-of-date. 
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States Lose 
Court Battle ... 


House Cuts Funds 


Washington Tax Talk 


The President Signs 


President Truman has signed H. R. 2268, 
authorizing payment of interest on E bonds 
held after their maturity date and deferring 
the tax liability on income from such bonds 
in the case of taxpayers reporting such in- 
come on the cash basis. 


H. R. 136, with a Senate amendment 
which makes it applicable for 1951 and later 
years, was also signed by the President. 
The bill allows consumers to deduct from 
their income tax any state gasoline taxes 
which are imposed on wholesalers but 
passed on to the consumer. 


The President Requests 


On March 22 President Truman re- 
quested a supplemental appropriation of $20 
million for decentralization of federal ac- 
tivities in the fiscal year 1951. The estimate 
had been included in the 1952 budget. 


The program will involve moving 19,000 
persons before June 30, 1952, and covers 
at the rate of $9 a day their cost of trans- 
portation, moving expenses and special al- 
lowances on arrival at a new station. 

The President at the same time requested 
a supplemental appropriation of $775,000 
for the Department of Justice for fiscal 1952. 

Early in April, a supplementai appropria- 
tion of $6.4 billion for the Department of 
Defense was sent to Congress. About forty 
per cent of the sum is needed to meet de- 
ficiencies in the current year’s program, and 
the rest is for military items which must 
be financed before fiscal 1952 funds become 
available. 


Congress: A Sharp Paring Knife 


Evidence mounted that the present Con- 
gress intends to give more than lip service 
to the idea of paring expenditures wherever 
possible. Two straws in the wind were the 
House action on the Third Supplemental 
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Appropriation Bill for 1951, which was 
slashed by forty-three per cent by the 
House Appropriations Committee, and the 
language of the Joint Committee on the 
Economic Report, which declared “we 
must be prudent, frugal, even parsimonious.” 


The item of civil defense expenditure, 
Chairman Cannon of the Appropriations 
Committee told the House, had been cut 
“more drastically than any appropriation of 
this character has been cut before within 


my recollection.” 


Chairman Cannon told the House that 
up till now “we were disposed to agree to 
requests for the defense program without 
too careful scrutiny.” Now, however, the 
committee’s approach has been changed, 
and if any doubt arises, “we resolve the 
doubt in favor of economy and against the 
expenditure.” 


A recommended $90 million for the Voice 
of America was cut to $9 million. Civilian 
defense activities got nearly $187 million, a 
cut of over $216 million from the original 
request. Agencies participating in the ad- 
ministration of the Defense Production Act, 
for which the President had requested $51 
million, got $38 million. The FBI took a 
$400,000 cut in that part of its budget set 
aside for purchase of automobiles. 


The appropriation bill as passed by the 
House allowed $478 million, a total slash 
of $364 million. The Senate has not acted 
on the measure. 


Sharper Words 


Senator O’Mahoney, chairman of the 
Joint Committee on the Economic Report, 
used strong words in describing the intent 
of that committee. “Milk and munitions 
are both rising in cost,” he said. “Deficit 
financing cannot be contemplated even for 
the current defense program, unless we are 
willing to invite the crack-up of the 
American system.” 
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The shift in thinking toward military ex- 
penditures was spelled out as carefully by 
this group as by Chairman Cannon. Speak- 
ing of the defense budget, O’Mahoney 
said: ‘We must avoid duplication, swollen 
inventories and extravagant construction— 
in short, all unnecessary military expendi- 
tures. This is no time for luxury, waste or 
extravagance anywhere, not even in the 
armed services.” 


Going farther than any official body has 
so far, this committee recommended that 
“the defense garment should be cut to the 
revenue cloth. . In a long period of 
armed alert ahead, lavish military expendi- 
tures might readily wreck the economy if 
not limited to ceiling levels. In the fiscal 
year 1951-1952 the levels advocated in the 
budget message of the President represent 
in our judgment an absolute maximum.” 

Published with the report is a supple- 
mental staff memorandum, which O’Mahoney 
said does not necessarily represent the 
views of any committee member, and which 
Senator Taft specifically disclaimed. Among 
the trial balloons in this material is the 
. Suggestion that “From a general economic 
point of view, one of the most desirable 
excise taxes that could be levied would be 
a tax on advertising, especially on that urg- 
ing consumers to buy consumer goods.” 


Bills and Resolutions 


The House Committee on Ways and 
Means has adopted a resolution that the 
National Production Authority should not 
issue any order curtailing the production or 
distribution of products on which federal 
excise taxes are levied without first consult- 
ing the Secretary of the Treasury. 


H. R, 3196 passed the House on April 10. 
It would exempt trusts which must dis- 
tribute their entire income currently from 
filing the special information returns re- 
quired of trusts claiming charitable con- 
tributions. . 

The House has passed, retroactive to tax- 
able years beginning after December 31, 
1947, H. R. 3168, which provides that ex- 
cessive depreciation and obsolescence allow- 
ances which do not result in tax benefits 
would not apply to reduce the taxpayer’s 
basis in the depreciable property. 

Also passed was H. R. 2416, extending 
the benefits of exemption with respect to 
income, from discharge of indebtedness in 
the case of corporations and railroads. The 
bill allows the benefit to corporations for 
the future and to railroads for all discharges 
occurring not later than December 31, 1954. 
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Secretary Snyder 
Anticipates Surplus 


Increased revenues and a lower rate of 
expenditures than were anticipated will 
bring about an estimated surplus of $3 bil- 
lion for the present federal fiscal year in- 
stead of the $2.7 billion deficit anticipated 
in January, Secretary Snyder told the 
House Ways and Means Committee on 
April 2 in his second appearance at their 
hearings. 


However, he added, “It is all too clear 
already that within the coming fiscal year 
we shall need at least the $10 billion mini- 
mum program recommended by the Presi- 
dent.” Observers took this as a hint that 
Mr. Truman has temporarily given up his 
plan for a “two bite” tax increase, and will 
settle for $10 billion instead of the $16 
billion originally requested. 


Secretary Snyder urged immediate enact- 
ment of the- proposed increases in personal, 
corporate and excise taxes, plus as many 
loophole-plugging revisions “as can be 
handled without unduly delaying the legis- 


lation.” 


Fiscal 1952 revenues, he said, are at 
present estimated to be about $3 billion 
higher than was anticipated in the budget, 
“in the absence of unexpected develop- 
ments,” Mr. Snyder said. However, “from 
now on the government will be spending 
at a faster rate than it will be collecting 
unless its revenues are increased by addi- 
tional tax legislation.” 


Tax Alternatives 
Offered Bondholders 


Secretary Snyder has issued a statement 
offering three alternatives to holders of 
Series E government bonds, which may 
now be held after maturity and continue to 
draw interest. First, they may be cashed 
at any time. Second, they may be held for 
ten years after the original maturity date, 
drawing 2% per cent simple interest for the 
first 7% years and a rising interest rate 
thereafter to a total of 2.9 per cent, com- 
pounded semiannually. Third, the owner 
may convert his E bonds into G bonds, 
which pay current interest income. 

Bondholders who elect the third alterna- 
tive must declare bond income in the year 
it is received. Bondholders under the sec- 
ond election may either pay the tax on the 


(Continued on page 416) 
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The Commissioners War 
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The TAX MAGAZINE 


on Racketeers 


THE FUNCTION OF THE BUREAU IS TO COLLECT TAXES, 
BUT IT HAS ALSO CONVICTED HOODLUMS “AFTER ALL 
OTHER LAW ENFORCEMENT AGENCIES HAD FAILED,” 
GEORGE J. SCHOENEMAN TELLS THE HOUSE SUBCOMMITTEE 








S YOU KNOW, I appear before you 
today as a result of the response which 
I received to a letter I addressed to the 
Chairman of the Committee on Ways and 
Means under date of March 7, 1951. In 
that letter, I referred to the Second In- 
terim Report of the Special Committee to 
Investigate Organized Crime in Interstate 
Commerce issued under date of February 
28, 1951, and to a statement appearing in 
that report to the effect that there is doubt 
in the mind of that committee as to 
whether the Bureau of Internal Revenue 
has been making a “real effort” to check on 
the income tax returns of known gamblers 
and racketeers. 


Mindful, as I am, of the tremendous 
responsibility which rests on the Commit- 
tee on Ways and Means in connection with 
revenue legislation, I stated it to be my 
belief that the national interest required 
that you be apprised as to the facts of 
the situation referred to in this statement. 
I accordingly asked for this opportunity 
to appear before you personally to tell 
you precisely what the Bureau of Internal 
Revenue has been, and is, doing in this 
gambling and racketeering area. 

I hope in this way that we may be able 
to assure this committee and, through the 
committee, to assure the Congress and 
the country at large that not only is the 
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revenue service making a “real effort” to 
investigate the income tax returns of 
gamblers, racketeers and other law viola- 
tors but also that those efforts are getting 
results. 


There is a need not only for assuring this 
committee and the Congress that the 
Bureau is on the job in this racketeering 
area but also it is of vital importance to 
assure the country at large that it is. The 
charge implied in the Crime Committee’s 
report will almost certainly tend to shake 
the confidence which honest taxpayers 
have in the efficiency and integrity of the 
revenue service, and I need not tell you 
how greatly dependent we are on the great 
mass of these honest taxpayers to keep alive 
and strong our voluntary system of self- 
assessment on which we must rely so 
heavily for the bulk of our revenues. 


Broadside implications or charges of 
laxity in the enforcement of the revenue 
laws against gamblers and racketeers are 
unsupported by the record and wholly un- 
warranted and, in my opinion, do not con- 
tribute to a greater flow of revenue into 
the Treasury. Neither do they help the 
morale of the thousands of able, con- 
scientious and hard-working employees of 
the revenue service with whom it has 
been my privilege to be associated for 
over thirty years. 
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Inviolate Returns 


Many years ago, Congress, in its wisdom, 
provided by law that the returns of tax- 
payers were to be kept inviolate except to 
the extent that special provision is made for 
their inspection. In harmony with this 
provision of law, the Bureau’s consistent 
policy has always been to treat its in- 
vestigations of taxpayers as confidential 
matters not to be disclosed, except as 
provided by law, until such time as the 
matter might properly become a_ public 
record through the institution of some legal 
proceeding, such as the filing of a lien by 
a collector, or proceedings in the courts. 

This often leaves the Bureau quite de- 
fenseless against public implications or 
charges of lack of action in specific cases 
or areas where, as a matter of fact, in- 
tensive and deep-probing inquiries have 
been in progress for-some time and where, 
even at the moment the criticism is voiced, 
every available investigative technique is 
being brought to bear heavily on the case. 

Although restrictions surround the pub- 
lic disclosure of returns and related in- 
formation, Congress, apparently in recognition 
of the crucially important role which 
proper enforcement of the tax laws plays 
in our national life and the highly 
responsible fiduciary status which attaches 
to the revenue service, very wisely vested 
in this committee, in the Committee on 
Finance of the Senate and in the Joint 
Committee on Internal Revenue Taxation 
the right of access to such returns and re- 
lated data. 

We are accordingly grateful for this op- 
portunity to appear,before you, because 
here, before an authorized committee of 
the Congress, is the only place where, under 
the law, we can present the record in full 
detail. That is what we intend to do. 

We are confident that the record we 
will present and make available to you 
as these hearings continue will establish 
that the Bureau has been- making not only 
a “real effort” to investigate the returns of 
gamblers and racketeers but that this ef- 
fort has been meeting with significant suc- 
cess. Because of the legal restrictions we 
are under in respect to public disclosure, 
we are very hopeful that if this fact is 
established to the satisfaction of the com- 
mittee, the committee will make such fact 
known promptly and definitely to the tax- 
paying public. By the same token, if the 
record does not establish that such an 
effort is being made, that fact should like- 
wise be made known. In short, I feel that, 
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in fairness to both the Bureau and the tax- 
paying public, the “doubt” on this point 
which the Crime Committee evidently 
entertained should be dispelled one way or 
the other and at the earliest possible date. 


I am sure that your committee shares 
this view and it is our earnest aim and 
purpose to cooperate with you in every 
way and to the fullest extent possible in 
your inquiry and deliberations. I believe 
it might be appropriate for me to point out 
that we have likewise accorded* the very 
fullest cooperation and assistance to the 
Crime Committee, which was authorized to 
inspect tax returns and our investigative 
reports. As a matter of fact, the investiga- 
tors of that committee have relied very 
heavily on data previously unearthed by 
our agents. 


Size of the Job 


Before starting on a report of the record 
of our work in the racketeering and gam- 
bling area, I should like to give you a clear 
perspective of the size of this particular 
job in relation to the size of the over-all 
job of the Bureau of Internal Revenue. 
During the fiscal year 1951, we are charged 
with the collection of nearly $48 billion 
of tax revenues. In order to make these 
collections, we must administer seventy- 
nine separate internal revenue levies, for 
each of which we must interpret the 
statutory provisions, promulgate the gov- 
erning regulations, draft the reporting 
forms and distribute the tax blanks to the 
appropriate taxpayers. 


We must receive and perform the neces- 
sary bookkeeping operations in respect to 
about ninety million tax returns and match 
or otherwise process some 120 million re- 


lated prepayment documents. We must 
verify and schedule refunds to approxi- 
mately twenty-nine million taxpayers, pre- 
pare and distribute over eighteen million 
bills and notices of delinquent taxes and 
compute the tax liability of nearly seven- 
teen million persons who exercise their 
statutory prerogative of transferring that 
responsibility to the Bureau. 


These are examples of the large-scale 
bookkeeping and processing operations 
which we must perform annually and which 
must be placed on a current basis before 
we can release manpower for assignment 
to enforcement work. It is the size of these 
operations that justifies the characteriza- 
tion of the Bureau as the largest account- 
ing and banking business in the world. 
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To carry on the multitude of functions 
of all types assigned to the Bureau, we 
now have on the rolls approximately 55,000 
permanent employees. This staff is divided 


between our two broad classes of work—- 


housekeeping and enforcement. Our con- 
stant objective is to‘ perform the house- 
keeping duties with the greatest possible 
efficiency and the minimum possible per- 
sonnel, in order that the maximum man- 
power may be available for’ assignment to 
enforcement work. 


Even so, we will be able this year to sub- 
ject only about 2.75 million returns to of- 
fice audit and less than 2.4 million returns to 
field audit or investigation. This total of 
something over five million returns that can 
be audited must be measured against the 
total of nearly ninety million returns of all 
types that we receive. 


Yet, even though our total audit capacity 
is small in relation to the potentially large 
enforcement job we have in all taxpayer 
areas, it nevertheless bulks quite large as 
it has been applied to this particular and 
relatively small racketeering area. gIt is 


with this fact as a background that I state’ 


to you the position of the Bureau—and 
with the conviction that the record will 
support that position—that, far from not 
making a “real effort” to check the income 
tax returns of known gamblers and racket- 
eers, the Bureau has been making sustained 
and strenuous efforts to check on such re- 
turns, and these efforts have been paying off. 


With this broad picture of the Bureau’s 
duties as a frame of reference, I turn to 
the record. 


Size of the Staff 


At the present time, we have a total staff 
of 844 enforcement officers engaged in in- 
vestigating the returns of _ racketeers, 
gamblers and other members of the criminal 
class. All three groups of our investiga- 
tive personnel who are concerned with in- 
come tax enforcement, that is, the deputy 
collectors, the revenue agents and the spe- 


cial agents, are enlisted in this work as 
follows: 


Special agents 

Revenue agents working jointly with 
special agents 

Deputy collectors working with special 
agents 

Revenue agents working independently 270 

Deputy collectors working independently 156 
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Mr. Schoeneman made this statement 
before the Subcommittee on the Admin- 
istration of the Internal Revenue Laws, 
House Ways and Means Committee, at a 
hearing on March 20. 


The 133 special agents engaged in these 
investigations are all highly skilled men 
who devote their attention exclusively to 
cases involving racketeers, gamblers and 
underworld characters in general. In the 
large field divisions, they are members of 
special racketeer squads which these di- 
visions were instructed to form in 1947 as 
a means of putting more concentrated at- 
tention on racketeering cases. Their job 
is to search out and collate all available in- 
formation pertaining to the activities of 
these hoodlums, and, whenever their find- 
ings suggest that tax evasion may be 
present, intensive efforts are devoted to de- 
veloping legal proof of income and ex- 
penditures. 


These 133 special agents comprise the 
hard core around which the Bureau’s 
criminal tax-fraud work in this area is 
built. It is this group which, with the 
help of specially assigned revenue agents 
and deputy collectors, handles the larger 
and more difficult cases, especially those in- 
volving the more notorious racketeers. 


The 219 revenue agents and sixty-six 
deputy collectors, who work jointly with 
the special agents on these cases, handle 
the technical-audit aspects of the cases so 
that the special agents may devote their 
time to the criminal-fraud phases. It is 
a team proposition and, of course, in some 
cases as many as fifteen or twenty agents 
or deputies may be on the “team.” 


The cases on which the 270 revenue 
agents and 156 deputy collectors are work- 
ing independently are cases undergoing 
regular audit. On the appearance of in- 
dications that criminal fraud may be 
involved in any of these cases, the special 
agents are called in and a joint investiga- 
tion is initiated. The majority of this group 
of revenue agents and deputy collectors, 
particularly those assigned to the larger of- 
fices, works exclusively on this class of 
cases. Because of their long experience in 
this field, these men have acquired many 
of the special investigative qualifications 
we look for in our special agents and this, 
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Tax-Fraud Investigations 


(Intelligence Unit) 


Investigations 


Fiscal Year Completed 


Recommended 





1947 
All cases 
Racketeers, etc. .... 

1948 
All cases 
Racketeers, etc. .... 

1949 
All cases 
Racketeers, etc. .... 

1950 
CE eee 
Racketeers, etc. .... 

1951 (first 8 months) 
All cases 

Racketeers, etc. .... 


474 


413 


369 


261 


Total 
yg. re 
Racketeers, etc. .... 

* Apportioned. 


1671 


coupled with their accounting capabilities, 
makes them an especially potent force in 
this area. 


This total number of 844 enforcement of- 
ficers engaged in the investigation of racket- 
eering and gambling cases fluctuates from 
time to time but during the past four 
years especially has remained fairly constant. 


Special Agents 


As I have indicated, the hard core around 
which our enforcement work in this field is 
built is the special agents of our intelligence 
unit. I submit, therefore, the record which 
these agents have established over the 
period of the past four full fiscal years and 
the first eight months of the current fiscal 
year (see table above). For comparison pur- 
poses, the tabulation shows first the record 
established with respect to all fraud cases 
worked by the agents. This is followed by 
the record with respect to racketeer cases 
only. The number of prosecutions is also 
shown. 


You will observe from these figures, 
that during the past four years and eight 
months the special agents have conducted 
nearly 1,700 tax-fraud investigations of 
racketeers, gamblers and other members 
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$199,787,798 


228,808,194 


271,831,308 


258,263,268 


168,157,021 


$1,126,847,589 


Additional Taxes Defendants 
and Penalties Prosecuted per 
Chief Counsel 
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$30,534, 180* 46 


415 
31,832,524* 68 


424 
32,903,665* 78 


518 
20,116,922* 38 


13,556,756 





1894 


$128,944,047 248 


of the criminal element, and that in 248 in- 
stances, criminal prosecution has been in- 
stituted. These investigations, which 
resulted in recommendations for the assess- 
ment of nearly $129 million in additional 
taxes and penalties, amount to over ten per 
cent of the total tax-fraud investigations 
conducted by the intelligence unit. That 
is a higher percentage of investigations 
than obtains in the case of any other one 
class of taxpayers. In short, the Bureau 
has been putting more money and man- 
power into developing criminal tax-fraud 
cases against racketeers, gamblers and 
other hoodlums than any other type of 
evader. 


In addition to the cases investigated by 
the special agents during these years, there 
were also numerous other cases involving 
racketeers, gamblers, etc., investigated by 
the deputy collectors and revenue agents. 
In many of these cases, additional taxes 
and civil-fraud penalties were asserted. In 
others, only technical adjustments were in 
order. In still others, no additional tax or 
evidence of fraud was uncovered. 


Precise figures as to the number of these 
other investigations and as to the amounts 
of tax involved are not readily available 
and could be obtained only through a 
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case-to-case check of the files. We are 
able to tell you, however, that during the 
last six months, the revenue agents com- 
pleted 124 investigations in these types of 
cases, and the deputy collectors, 180. 

Most of the individuals involved in these 
various investigations were engaged in 
gambling activities,- including the numbers 
game, lotteries, handbooks and slot ma- 
chines. The figures also include abortion- 
ists, bootleggers, fences, protection men, 
operators of houses of prostitution, con- 
fidence men, extortionists, embezzlers, con- 
victs, narcotics dealers and other criminals. 
They include also a number of corrupt city 
officials associated with certain of these 
activities. 


Current Investigations 


As to the current situation, the Bureau 
at present has under either full-scale or 
preliminary investigation nearly 2,500 cases 
involving racketeers, gamblers and other 
hoodlums and law violators. These cases 
break down as follows: 


Special agents: 
Full-scale investigations 
Preliminary investigations 
Revenue agents 
Deputy collectors 


While we do not at this time have an 
estimate of the amount of potential tax in- 
volved in all of these cases, we estimate 
that in the 374 cases undergoing full-scale 
investigation by the special agents, there is 
involved, in these cases alone, over $34 
million. 


The vast majority of these 2,479 investiga- 
tions likewise involve individuals engaged 
in gambling activities, although they also 
include numerous bootleggers, narcotics 


peddlers and a variety of other law 
violators. 


We have with us today lists which show 
the names of the 374 full-scale investiga- 
tions and the 795 preliminary investigations 
being conducted by the special agents and 
will be glad to leave them with the com- 
mittee. They include all types and sizes, 
and many of the names I am sure you will 
recognize. I know it is needless for me 
to say that these lists are highly confidential 
and that their release to unauthorized per- 
sons could seriously prejudice our in- 
vestigations and_ effectively cripple the 


effort we are making in the area of our 
activities. 
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In addition to the 2,479 current investiga- 
tions I have mentioned, we had, as of 
March 1, 1951, fifty-eight cases receiving 
consideration for criminal prosecution in 
our Chief Counsel’s office, thirty cases re- 
ceiving prosecution consideration in the De- 
partment of Justice, seven cases in the 
hands of the United States attorneys and 
twenty-three cases where indictments have 
already been obtained. The amount of tax 


involved in these 118 cases is in excess of 
$24 million. 


We in the Bureau think that this record 
of our past and current activities in this 
area establishes clearly that not only has 
the revenue service been making a “real 
effort” to investigate the tax returns of the 
gambling and racketeering element but 
that those efforts have been meeting, and 
are continuing to meet, with real success. 
When the relatively infinitesimal number of 
gamblers and racketeers, as compared to 
the total number of fifty-five million tax- 
payers, for whom we are also responsible, is 
appreciated, the effort which the Bureau has 
devoted towards making the sanctions of 
the revenue laws felt by these hoodlums 
can be seen even more sharply and in its 
true light for the real and substantial ef- 
fort that it is. . 


An Old Problem 


This is not a new problem to the revenue 
service. We have been coping with it for 
years, and the success we have had in 
meeting it could not possibly have been 
achieved if our agents were not continually 
alert to it. 


There is not a field office in the country 
which does not daily avail itself of every 
lead it can obtain that might point to pos- 
sible tax evasion on the part of any alleged 
gambler, racketeer or any other member 
of the criminal element. We have not only 
had a representative in attendance at all 
hearings of the Crime Committee but, in 
line with long-established policy, a revenue 
man is also present during Congressional 
hearings, court proceedings and other forms 
of official inquiry where the subject matter 
of the hearings holds any possibility that 
disclosures might be made pointing to the 
existence of tax fraud. Newspapers are 
scanned daily for items suggesting the pos- 
sible need for tax investigation, and all 
names picked up in these and other ways 
are scheduled for inquiry. 


I want to make it abundantly clear, 
however, that the Bureau lays no claim to 
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having every individual in the country who 
is engaged in an illegitimate enterprise 
under investigation for tax fraud. Funda- 
mentally, and as we all know, control of 
gambling and other illegitimate activities 
of the kind that we have been talking about 
here today is a local responsibility, and 
there is much public tolerance and official 
laxity at that level. It is too much to ex- 
pect the Bureau of Internal Revenue to step 
into the breach created by an asserted 
breakdown of local law enforcement and 
at the same time maintain maximum rey- 
enue production. 


In 1931, after all other law-enforcement 
agencies had failed, the Bureau of Internal 
Revenue obtained the conviction of Al 
Capone for tax evasion. In the process, 
however, and despite the fact that Capone 
was literally taken by surprise, we used 
200 agents working over a period of nearly 
three years. Capone’s brother, Ralph, and 
numerous other members of the Capone 
fraternity were also convicted. It is an 
interesting commentary on the question of 
how much of a deterrent effect this had 
upon these people to note that in 1951— 
twenty years later—we have Ralph Capone 
up on another evasion charge for which 
he is being criminally prosecuted. 


As the committee knows from recent ac- 
counts appearing in the press, Sam Beard, 
the Washington gambler, followed this 
same pattern. Beard was convicted of tax 
evasion in 1933 and is again under indict- 
ment today. LaFontaine, another Wash- 
ington gambler, served a term for tax 
evasion in 1931 and is reputed to have said 
when he left prison that it would never 
happen again. Yet, twenty years later, when 
he died, we found that he had secreted 
funds under circumstances which had made 
it impossible for us to uncover them dur- 
ing his lifetime and that he had filed false 
returns every year from the time he left 
prison to the year of his death. 


True, we can harass gamblers with tax 
charges and make their “take” less at- 
tractive to them, but I doubt seriously 
whether a tax prosecution will ever be the 
effective weapon it is so popularly thought 
to be in this area. The record would seem 
to indicate that many gamblers are just 
as willing to gamble on the possibility of 
being picked up on a tax charge as they are 
on anything else. 


No Perfect Job 


In the same way that I would not want 
to leave the impression with the commit- 
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“We have in this country a self- 
assessment, voluntary system of in- 
come taxation. Congress established 
that system because it accords 
with the American concept of maxi- 
mum of individual responsibility and 
a minimum of government supervi- 
sion. We have no Gestapo to look 


over the taxpayer’s shoulder.’’—Ed- 
ward H. Foley, Undersecretary of the 
Treasury, in an address on April 10. 


tee that the Bureau has a tax investigation 
under way in the case of each and every 
individual in the country who is engaged 
in an illegal enterprise, neither do I wish 
to leave the impression that we are neces- 
sarily doing a one hundred per cent perfect 
job in the examination of each and every 
return filed by such of these people as ap- 
pear on our records. I have often said be- 
fore committees of the Congress that I do 
not think we will ever be able to do a per- 
fect job. But I have also said with all 
the earnestness and sincerity that I can 
command that we are, and should be, con- 
tinually striving to come as close to per- 
fection as we possibly can. In a program 
as vast as ours, this is not an easy task. 


Our first problem stems from the sheer 
magnitude of our audit and investigative 
job which I have already mentioned. When 
I appeared before the full committee in 
February, I testified that “we are not any- 
where near the point at which additional 
audits cease to be highly profitable” and 
told the committee that in addition to the 
$1.8 billion in deficiencies which we as- 
sessed in 1950, we estimated an additional 
amount of from $1 to $1.5 billion would 
have been obtained “if every taxpayer had 
made a complete return of his liability.” 
Numbered in this figure, naturally are all 
classes of taxpayers, including racketeers. 


Another problem we encounter is pe- 
culiar to this racketeering area. I refer 
to the obviously greater difficulties our men 
are up against in attempting to develop tax- 
fraud cases against individuals who, by 
their very nature, are skilled in concealing 
their activities and covering up tracks that 
may lead to the exposure of their crimes. 


In this area, our agents are confronted 
with such tremendous undertakings as 
proving the true ownership of assets not 
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disclosed by records and conducting ex- 
haustive and time-consuming third-party 
investigations to uncover the true sources of 
funds used to acquire interests in businesses 
and real estate, and with many other 
extremely difficult investigative tasks. In- 
quiries of this kind are frequently neces- 
sary regardless of whether there are books 
and records from which to work. In this 
area, we cannot rely on books and records 
but must go behind them to insure that 
they reflect all of the true income that may 
be involved. 


It is a job of step-by-step reconstruction, 
and the development of these cases to a 
point where they can be supported by com- 
petent evidence in court is a long, painstak- 
ing and backbreaking process. 


Other Duties Intervene 


These and other problems that we have 
make it vitally necessary for the Bureau 
to exercise the utmost care in distributing 
its resources in the many administrative 
areas which go to make up the sum total 
of revenue administration. Investigative en- 
forcement work is not our only task. As 
I have already told you, we have a dif- 
ficult ruling function, a huge servicing job 
and tremendous account-keeping and col- 
lection tasks. We also have an important 
appellate function and regulatory work +o 
perform. All of these are important seg- 
ments of our job, and each must be ade- 
quately staffed. Within each segment, 
moreover, a proper perspective must be 
maintained if we are to make a balanced 
use of our resources in the light of the 
entire task we are called on to perform. 


In the enforcement area, this means that 
we must exercise careful selectivity in the 
assignments of our enforcement officers 
so that their efforts will be directed into 
the most productive channels possible. 


Racketeers and gamblers are not the only 
class of tax evaders with which the Bureau 
has to cope. Evasions have also been com- 
mitted by many other classes, as the figures 
I have already given you will indicate. 
These cases cannot be neglected, nor can 
the thousands of cases involving nonfraud- 
ulent deficiencies be permitted to go un- 
examined. 


In the light of all of these considerations, 
I think the Bureau’s efforts and accomplish- 
ments in the racketeering area are strik- 
ingly impressive. To summarize: 


Commissioner’s War on Racketeers 


(1) We have 844 enforcement officers 
working intensively on this class of cases, 
the majority of them devoting their efforts 
exclusively to these cases either independ- 
ently or as members of special racketeer 
squads. 


(2) During the past 4%4 years, the 
special agents alone completed 1,671 in- 
vestigations of racketeers and other hood- 
lums and recommended for assessment in 
these cases nearly $129 million. These cases 
represent over ten per cent of the total tax- 
fraud cases worked on by those agents. 
An indeterminate number of additional 
cases has been completed by the revenue 
agents and deputy collectors. 

(3) During the past 4% years, 248 
racketeers and other hoodlums have been 
criminally prosecuted, convictions having 
been obtained in all but a minor percentage 
of the cases which have come to trial. 

(4) Currently, the Bureau has under full- 
scale investigation nearly 1,700 racketeer 
cases and an additional 800 under pre- 
liminary inquiry, a total of approximately 


. 2,500 cases. Of these, 374 are under full- 


scale investigation by the special agents 
and, in these cases alone, the estimated de- 
ficiencies and penalties involved amount to 
over $34 million. 

(5) In addition to these current in- 
vestigations, there were, as of March 1, 
1951, fifty-eight cases receiving considera- 
tion for criminal recommendation in our 
Chief Counsel’s office, thirty in the De- 
partment of Justice, seven in the hands of the 
United States attorneys, and twenty-three 
where indictments have been obtained and 
the cases are awaiting trial. The amount 
involved in these 118 cases is over $24 
million. 

We think this spells out not only real ef- 
forts but successful efforts as well. So that 
there may be no future doubts on this score, 
however, we are carving this particular in- 
vestigative area out of our general sphere of 
enforcement activity so that it can be sep- 
arately identified and controlled. We are 
then going to weld together into one co- 
ordinated group the best of the special 
agents, revenue agents and deputy collec- 
tors now investigating these cases and give 
the program special headquarters’ super- 
vision and direction. This will better 
enable us to keep the Secretary and the Con- 
gress informed as to our accomplishments 
in what will then become a specially ear- 
marked and controlled sector of our general 
enforcement work. [The End] 
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EVEN TODAY, SOME CLOSE CORPORATIONS HAVE 
NOT RECOGNIZED THE DANGER OF PENALTIES 
WHICH MAY OCCUR UNDER THE LAW GOVERNING 


Taxation of Personal Holding 


CASUAL GLANCE at the special sur- 

tax rates’ imposed on personal holding 
companies is enough to convince the reader 
to beware of them. 


Knowing, however, that one should avoid 
such corporations is not enough, for cases 
are replete with instances where eminent 
tax counsel failed to recognize that their 
clients wete embarked on a personal holding 
company venture.” Reliance on the advice 
of a reputable tax accountant that the cor- 
poration does not constitute a personal 
holding company does not excuse payment 
of the surtax; it merely prevents the appli- 
cation of the penalty statute which can be 
as high as twenty-five per cent.® 


The term “personal holding company” 
means any corporation in which (1) at 
least eighty per cent (or seventy per cent 
in certain cases where a corporation was 
a personal holding company in a prior year) 
of the gross income for the taxable year is 
personal holding company income, and (2) 
at any time during the last half of the tax- 
able year more than fifty per cent in value 
of the outstanding stock is owned, directly 
or indirectly, by or for not more than five 
individuals. 


30th of these points are further defined 
by the Code. Section 502 states that the 
term “personal holding company income” 
means the portion of the gross income 
which, subject to specified exceptions, con- 
sists of dividends, royalties, rents, annuities, 
stock, security and commodity transactions, 
and certain income from estates and trusts, 


1 The surtax equals the sum of the following: 
seventy-five per cent of the undistributed sub- 
chapter A net income not in excess of $2,000, 
plus eighty-five per cent of the said net income 
in excess of $2,000. See 26 USCA Section 500. 
This surtax is in addition to the normal tax 
and surtax. 
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personal service contracts and use of cor- 
poration property by a shareholder. Sec- 
tion 503 deals with the factor of stock 
ownership arising out of constructive owner- 
ship through families, partnerships, estates, 
trusts and corporations, and options, and the 
relationship of convertible securities with 
outstanding stock. 


Background and Meaning of Act 


Prior to 1937, with the rise in personal 
income tax rates, wealthy men seized upon 
the device of incorporating their hobbies, 
yachts, country estates, farms and even resi- 
dences, turning over to the corporation, in 
addition to such properties, income-pro- 
ducing securities. The physical property 
would then be leased to the original owner 
at an amount less than the cost of the 
upkeep. This amount, however, would be 
kept high enough to constitute more than 
twenty per cent of the corporate gross in- 
come in order to remove the corporation 
from the personal holding company classi- 
fication. 


The heavy losses incident to the operation 
of these corporate creatures were then de- 
ducted as corporation business expenses, - 
and distribution of income from the secu- 
rities was deferred until such time as proved 
most advantageous to the individual stock- 
holder from a tax standpoint. This device 


came to be called the “incorporated pocket 
book.” 


Subsection (f) of Section 502 was specifi- 
cally included in the Revenue Act of 1937 


2See Walnut Street Company v. Glenn, 49-1 
ustc § 9206, 83 F. Supp. 945 (DC Ky.). 

3 See 26 USCA Section 291. 

+26 USCA Section 501. 
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to plug this loophole.’ It states 
that the term “personal holding 
company income” includes that 
portion of the gross income which 
consists of: “Amounts received 
as compensation (however des- 
ignated and from whomsoever received) for 
the use of, or right to use, property of the cor- 
poration in any case where, at any time during 
the taxable year, 25 per centum or more in 
value of the outstanding stock of the cor- 
poration is owned, directty or indirectly, by 
or for an individual entitled to the use of 
the property; whether such right is obtained 
directly from the corporation or: by means 
of a sublease or other arrangement.” 


Subsection (g) includes rents, unless con- 
stituting fifty per cent or more of the gross 
income, within the meaning of personal 
holding company income but specifically 
states that rents do not include amounts 
constituting personal holding company in- 
come under subsection (f). Subsections (g) 
and (f) constitute a Chinese puzzle, to use 
the words of an eminent jurist. They would 
seem to mean this: 


(1) A corporation, eighty per cent of whose 
income consists of dividends, interest, royal- 
ties and other specified gains is normally 
a personal holding company. 


(2) In computing personal holding com- 
pany income to determine whether it con- 
stitutes eighty per cent of gross income, 
rents are also to be considered, unless they 
constitute fifty per cent or more of the 
gross income. 


5 Ways and Means Committee Report on the 
Revenue Act of 1937 (75th Congress, 1st Session, 
House Report 1546, 1939-1 CB (Pt. 2) 704, 
707). For the legislative history, see Randolph 
Paul, ‘‘The Background of the Revenue Act of 
1937,’’ 5 University of Chicago Law Review 41. 


Personal Holding Companies 


The authors are counsellors at law, Newark, New 
Jersey, who have written previously for this maga- 
zine. Mr. Kamens was formerly an internal revenue 
agent, Bureau of Internal Revenue, Newark. 


(3) Rule 2 is subject to the condition that 
if the rents are for the use of corporate 
property by an individual directly or indi- 
rectly owning twenty-five per cent or more 
of the outstanding stock of the corporation, 
the amount he pays as compensation for 
the use of the property is not to be con- 
sidered as rent in determining whether the 
total rent constitutes fifty per cent or more 
of the gross income. 


The term “individual,” as used in Section 
502 (f), bears analysis. It is evident that 
the stockholder-lessee of the corporation 
property can assume any of three identities— 
an individual, a corporation or a partnership. 


The Individual Stockholder-Lessee.— 
Patently, an individual-lessee who owns at 
least twenty-five per cent in value of the 
outstanding stock of the corporation-lessor 


comes within the literal wording of Section 
502 (f). 


In the Hatfried case," petitioner was a 
Florida corporation organized to purchase 
property and erect buildings. Hattie Fried- 
land was sole owner of all the capital stock. 
The petitioner bought a lot in Miami Beach 
in 1940, erecting a hotel thereon at a cost 
of $825,000. The corporation leased the 
hotel to its stockholder for a term of three 
years at an annual rental of $85,000, the 

®C. J. Simons in Frederick Smith Enterprise 
Company v. Commissioner, 48-1 ustc { 9244, 167 
F. (2d) 356 (CCA-6). 


7 Hatfried, Inc. et al. v. Commissioner, 47-1 
ustc {| 9294, 162 F. (2d) 628 (CCA-3). 
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Stock ownership conveys no right or title to 
the corporate property and acts of the cor- 
poration are not acts of the stockholders. 


hotel being operated as a legitimate and 
bona fide business enterprise. This rental 
income constituted petitioner’s entire gross 
income. 


The taxpayer conceded taxability as a 
personal holding company under a strict 
interpretation of the subsection but urged 
that the legislative history of subsections 
(f) and (g) evidenced the intent of Con- 
gress to limit their applicability to cases of 
nonbusiness use of nonbusiness property.® 
Congress had in mind, contended the peti- 
tioner, taxation only of luxury properties 
intended for the personal use of the stock- 
holder® and had no thought of including a 
bona fide real estate company whose main 
source of income was rent received from 
the ownership of office buildings, apartment 
houses or hotels. 


The court upheld the Tax Court’s ruling 
that nothing in the legislative history of 
either subsection indicated that the provi- 
sions were intended to eliminate real estate 
holding companies which do not operate 
properties and fall squarely within the stat- 
utory language. It is already an accepted 
rule that the words of statutes should be 
interpreted, where possible, in their ordi- 
nary, everyday sense.” 


The Corporation-Lessee.—In Minnesota 
Mortuaries, Inc.™ it was disclosed that two 
persons, Quist and Welander, had been 
separately engaged in the funeral direction 
business until 1929. In that year they 
merged. Feeling the real estate holdings 
should be separated from the professional 
and service side of the business, they formed 
two corporations, Minnesota Mortuaries, 
Inc., which held title to the real property, 
and Welander-Quist Company, which oper- 
ated the business of funeral direction. 


The capital stock of petitioner corporation 
was divided equally between Welander and 


8A superficial reading of Regulations 111, 
Section 29.502-1(9), would be apt to convey the 
impression that the property might consist of 
a yacht, a city residence, a country house or 
any other kind of property. 

® The wording has led text writers to infer 
that Section 502 was intended to reach situa- 
tions where private property was incorporated 
for the purpose of avoiding taxes. See Mer- 
tens, The Law of Federal Income Taxation, 
Volume 7, Section 39.97. 

Crane v. Commissioner, 47-1 ustc { 9217, 
331 U. S. 1, 67 S. Ct. 1047. 


Quist, and during the taxable years, Minne- 
sota Mortuaries, Inc., owned eighty-five per 
cent of the issued and outstanding stock 
of Welander-Quist Company. The latter 
company paid the petitioner an annual rent 
of $18,000, this sum constituting Minnesota 
Mortuaries’ principal yearly income. The 
petitioner failed to file a personal holding 
company return, and the Commissioner 
thereupon determined deficiencies in per- 
sonal holding company surtax and assessed 
a twenty-five per cent penalty for failure 
to file. 

The Commissioner did not contend that 
the annual rental was not a fair and rea- 
sonable rent but argued that since Quist 
and Welander owned all of petitioner’s 
stock and petitioner controlled the Welander- 
Quist Company, the use of petitioner’s prop- 
erties by Welander-Quist Company must 
be imputed to Quist and Welander indi- 
vidually. He claimed, therefore, that the 
petitioner’s property was being used by 
individuals who owned more than twenty- 
five per cent in value of petitioner’s out- 
standing stock. 


It was held that petitioner was not a 
personal holding company, since none of 
its stockholders had the individual right to 
use such property.” The general principle 
is well established that an individual, as a 
stockholder of a corporation, has no right, 
title or interest in, or right to use, the cor- 
porate property; the acts of the corporation 
are not the acts of the stockholders.” This 


is also a rule of general application in tax 
cases." 


The statute refers specifically to the use 
of the property by an individual stock- 
holder, and its legislative history indicates 
that the use referred to is an actual use 
rather than a use imputed to an individual 
from the activities or rights of a corporation 
in which he owns stock. , 


In the Minnesota Mortuaries case, the 
corporation which held title to the property 
owned the controlling interest in the cor- 
poration which used the land. It is inter- 
esting to conjecture the Commissioner’s 


11 CCH Dec. 14,209, 4 TC 280 (1944). 

122The opinion stressed that there was no 
element of tax evasion involved in the separa- 
tion of the business activities of the two com- 
panies, pointing out that the arrangement was 
consummated five years prior to the enactment 
of personal holding company surtax provisions. 

13 Fletcher, Cyclopedia Corporations, Volume 
1, Section 2. 

14 Moline Properties, Inc. v. Commissioner, 
43-1 ustc J 9464, 319 U. S. 436, 63 S. Ct. 1132; 
New Colonial Ice Company v. Helvering, 4 ustc 
| 1292, 292 U. S. 435, 54 S. Ct. 788 (1934). 
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A “partnership is . . . a tax computing unit 
and is not a taxpayer or a taxable entity.”’ 
Randolph Products Company v. Manning.”” 





arguments in a situation where the corpo- 
ration-tenant owns more than twenty-five 
per cent of the corporation-landlord’s stock. 
It might seem that such an arrangement is 
effectively forestalled by Section 503 (a) (1) 
which states that stock owned by a corpo- 
ration shall be considered as being owned 
proportionately by its shareholders.* How- 
ever, it will be remembered that two factors 
go to make up the definition of a personal 
holding company: (1) income and (2) stock 
ownership. Section 503 (a) (1) clarifies the 
latter meaning, but the issue still remains 
whether a corporate lessee is an “individual” 
within the purview of point (1). 


Major Battles over Construction of Sec- 
tion 502 (f).—Instances in which the lessee 
is a partnership, the individuals of which 


control the corporate landlord, are illus-. 


trated by the Furniture Finance Corporation 
case, 

In Furniture Finance Corporation,® the 
petitioner corporation was formed in 1936, 
its shares owned by two individuals. Peti- 
tioner held title to a building which it pro- 
ceeded to rent to a partnership consisting 
of the two stockholders. This rental con- 
stituted petitioner’s sole income, and the 
Board held such rent was personal holding 
company income. Under the constructive- 
ownership rule dealing with partners,” each 
partner was considered as owning the stock 
owned by his partner. 

This holding was approved in the subse- 
quent case of Bro-Jeff Theatres, Inc.® 

The contention was raised in the district 
court in 1948*° that the partnership renting 
the property from the plaintiff corporation 
was a.separate legal entity from its two 
individual partners. This defense was re- 
jected and the Furniture Finance Corporation 
case decision was followed. 


5 See also Regulations 111, Sections 29.503 


_ (a)-1, 29.503(a)-2, 29.503(a)-6. 


1%® CCH Dec. 12,400, 46 BTA 240 (1942). 

17 26 USCA Section 503(a) (2). 

% CCH Dec. 14,931(M), 4 TCM 1147 (1945). 

1 Walnut Street Company v. Glenn, foot- 
note 2. 

*° Frederick Smith Enterprise Company v. 
Commissioner, footnote 6. 

“The court raised its eyebrows at the fol- 
lowing: Smith’s other corporations occupied 
the same or adjoining offices and shared a 


Personal Holding Companies 





The legal-entity argument was dropped 
for the time being, to arise next over a 
partnership * resort made to the basic con- 
tention raised in the Hatfried matter. 

Frederick Smith, an investor having a 
number of corporate enterprises, combined 
with his sister and brother in 1935 to form 
Frederick Smith Enterprise Company, a 
Delaware corporation having as its purpose 
the purchase, leasing and development of 
lands. It acquired a plantation and leased 
it to a partnership consisting of Frederick 
Smith and another, Moss, at an annual rental 
of $13,000. 

Petitioner corporation, upon being assessed 
a deficiency by reason of its being deter- 
mined to be a personal holding company, 
pleaded that Section 502 (f) was not to be 
applied literally, since petitioner was not 
organized for the purpose of avoiding taxes 
but for a legitimate business purpose. 

The Congressional intent was not treated 
at length by the court, since it decided 
petitioner had not proved it was incorpo- 
rated for a legitimate business purpose,” 
but, in view of the Hatfried decision, it 
can safely be assumed petitioner’s argu- 
ment would not have prevailed had it been 
met on its merits. 

The issue of partnership use as distinct 
from individual use was fought out in a 
clear-cut battle in 1949.% The taxpayér, a 
New Jersey corporation, owned a factory 
building which it rented to a husband and 
wife as general partners, the two individuals 
also being the sole stockholders of the cor- 
poration. Taxpayer’s gross income was 
derived solely from rent the partners paid 
for the use and occupancy of the building. 
The corporation, first disclosing no personal 
holding company liability for the calendar 
years 1943 and 1944, filed delinquent holding 
company returns and subsequently filed 
amended returns disclaiming liability. Upon 
refusal of the collector to make refund of 
the surtaxes paid, the taxpayer commenced 
suit for recovery. 








common secretary; although petitioner corpo- 
ration’s charter limited it to real estate activi- 
ties, it unexplainedly became possessed of 
substantial amounts of stock of other corpora- 
tions; Smith had been negotiating personally 
for this plantation some time prior to incorpo- 
ration of the petitioner; and the record was 
silent as to the character and extent of Smith’s 
contribution to petitioner’s capital stock. 

22 Randolph Products Company v. Manning, 
49-2 ustc { 9370, 176 F. (2d) 190 (CA-3), aff’g 
49-1 ustc { 9157, 83 F. Supp. 857 (DC N. J., 
1948): 
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The crux of the taxpayer’s position was 
that: (1) a partnership is a separate and 
distinct business unit or entity; (2) where 
a partnership is a tenant, it is the partner- 
ship which is “entitled to the use of the 
property”; (3) partners, as such, have no 
individual property right in partnership 
property; and (4) use of the partnership 
property by an individual partner is not 
individual use but partnership use. 


It was argued that the Code recognizes 
the existence of a partnership as an entity 
by requiring the filing of a partnership 
informational return and that it is recog- 
nized as an entity apart from the partners 
in bankruptcy proceedings. 


The court exhaustively disposed of these 
contentions. It pointed out that revenue 
laws have for many years specified that 
partnerships are not taxable and that indi- 
viduals carrying on business in partnership 
shall be liable for income tax only in their 
individual capacity. Individual partners 
are taxed on the distributive shares of part- 
nership income regardless of whether such 
income is in fact distributed.* Partnerships 
are not allowed deductions for charitable 
contributions, but such contributions are 
allowable as deductions to the individual 


partners only to the extent that their dis- 
tributive portion of the partnership con- 


tribution would be allowable to them as 
individuals.” The net operating loss carry- 
back or carry-over of the partnership is not 
allowed to the partnership but only to its 
individual members.” Partners may deduct 
individual gambling losses from gambling 
gains made in partnership.” Losses sus- 
tained by individual partners in their secu- 
rities transactions are allowed to the extent 
of gains from the sale of partnership secu- 
rities.* The Second Circuit Court is, in 
essence, in accord with this view.” 

The Illusory Test.—Efforts to escape the 
application of the personal holding company 
statute have produced two basic- conten- 
tions: Congress did not intend to include 
bona fide business corporations, and the 
term “individual entitled to the use of the 
property” should be confined to individuals 
in a personal sense. The former contention, 
being based on the examples cited by Con- 
gress in the legislative history of subsection 
(f) of Section 502, fails to take into con- 
sideration that Congress had as its ultimate 


23 26 USCA Section 181. 

24 26 USCA Section 182. 

23 26 USCA Section 183(c). 

26 26 USCA Section 189. 

7 Jennings v. Commissioner, 40-1 ustc { 9385, 
110 F. (2d) 945 (CCA-5). 
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purpose not merely the eradication of incor- 
porated hobbies but the contravention of 
undue preservation and retention of invest- 
ment income. The business or nonbusiness 
character of the corporation is therefore an 
illusory test. 

The courts have been alert to give the 
term “individual” a broad, general base and 
understandably so. It remains to be tested 
whether the corporate veil will be pierced 
to reach the individual stockholders of a 
corporate lessee. 

The fact remains that personal holding 
company structures are being operated to- 
day unrecognized even by their accountants. 
It is deemed wise to examine carefully close 
corporations where the principal income is 
derived through use of the property by a 
large stockholder with the purpose not of 
swelling the treasury but of extricating a 
taxpayer from an onerous tax position. 


Section 502 (f) Relief 


Congress harkened to the plaintive cries 
of innocent taxpayers who had unwittingly 
stumbled into the rent-provision trap of the 
prior law, by including this relief provision 
within the Revenue Act of 1950: 


“SEC. 223. PERSONAL HOLDING 
COMPANY INCOME. Section 502 (f) of 
the Internal Revenue Code (relating to the use 
of corporation property by a shareholder) 
shall not apply with respect to rents received 
during taxable years ending after Decem- 
ber 31, 1945, and before January 1, 1950, 
if such rents are received for the use by 
lessee, in the operation of a bona fide com- 
mercial, industrial, or mining enterprise, of 
property of the taxpayer.” 

As the Senate Finance Committee Report 
states: 


“The attention of your committee has 
been called to examples where, through a 
set of fortuitous circumstances, corporations 
have become closely held and also have 
rented most of their assets for use in the 
operation of businesses to the individuals 
holding the stock of the companies. Thus, 
unwittingly the corporations have become 
personal holding companies and subject to 
the penalty tax. 


“While your committee recognizes that 
such arrangements could result in tax avoid- 


(Continued on page 387) 


28 Neuberger v. Commissioner, 40-2 ustc { 9758, 
3 U.S. SS, G2: S. Ct. FE. 

2>See Commissioner V. Whitney, 48-2  ustc 
7 9354, 169 F. (2d) 562, cert. den. 335 U. S. 
892, 69 S. Ct. 246, wherein Code Section 24(b) 
(1)(B) was construed. 
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The Taxing System 
of the District of Columbia 


By GEORGE C. UPDEGRAFF 


CONDENSED FROM A PAPER PRESENTED AT THE SIXTH 
ANNUAL INSTITUTE ON FEDERAL TAXES OF THE AMERICAN 
UNIVERSITY. THE COMPLETE TEXT WILL BE PUBLISHED BY 
THE UNIVERSITY IN THE PROCEEDINGS OF THE MEETING 


To" DISTRICT of Columbia government 
is in the form of a municipal corpo- 
ration.2/ Under the Constitution,” it is the 
seat of the Government of the United 


States, and the Congress of the United: 


States has exclusive jurisdiction to legislate 
with respect thereto. Unlike state legis- 
latures, the Congress, in legislating for the 
District, is not limited by the commerce 
clause of the United States Constitution, 
and the Fourteenth Amendment is not 
applicable in the District.‘ 


Although at one time all laws, including 
tax laws, were enacted by a legislative 
assembly and were subject to approval or 
veto of the Governor of the District of 
Columbia,® that form of government for 
the District of Columbia was abolished by 
Congress in 1874.° Under the present system 
of government adopted by Congress, the 
Congress enacts all laws for the District 
of Columbia. These laws are administered 
under the direction of three commissioners." 


Although at one time Congress appro- 
priated. federal funds to pay one half of the 
District’s expenses, this policy has not 
continued through the years and, for the 
past many years, the federal payment has 
been annually fixed in amount. 


1 Revised Statutes, District of Columbia, Sec- 
tion 2; Act of June 11, 1878, 20 Stat. 102, Chap. 
180, Section 1 (Section 1-102, District of Co- 
lumbia Code, 1940): Metropolitan Railroad Com- 
pany v. District of Columbia, 132 U. S. 1, 10 
S. Ct. 19, 33 L. Ed. 231. 

* Article I, Section 8, Chap. 17. 

3 Neild et al. v. District of Columbia, 71 App. 
D. C. 306, 110 F. (2d) 246. 

* Footnote 3. 


5 Act of February 21, 1871, 16 Stat. 419, 
Chap. 62. 


Taxing System of District of Columbia 


In 1939 when the District of Columbia 
Tax Study was submitted to Congress,® it 
was Stated therein that the general property 
tax, composed of real estate and tangible 
and intangible personal property taxes, was 
the mainstay of the District’s tax structure. 
Other taxes imposed at that time were 
gross earnings taxes on banks, trust com- 
panies and building associations, gross 
receipts taxes on public utilities, net pre- 
mium receipts taxes on insurance com- 
panies, mileage taxes on bus companies, 
motor vehicle fuel taxes, alcoholic beverage 
taxes, business-privilege taxes on gross 
receipts, inheritance and estate taxes, dog 
taxes, and certain license fees and license 
taxes. The report pointed out that the 
modern trend of taxation was away from 
property taxation and toward increased 
taxation of persons and businesses through 
the imposition of income taxes and various 
special taxes.” 


Changes in Taxing System 


Since the District of Columbia Tax Study 
was submitted to Congress, the intangible 
personal property and business-privilege taxes 


6 Act of June 20, 1874, 18 Stat. 116, Chap. 337. 

7 Act of June 11, 1878, 20 Stat. 102, Chap. 180; 
Metropolitan Railroad Company v. District of 
Columbia, footnote 1; La Forest v. Board of 
Commissioners, 67 App. D. C. 396, 92 F. (2d) 
547, cert. den. 302 U. S. 760. 

8 House Document No. 108, 76th Congress, 
1st Session, p. 24, January 16, 1939. 

® Title 47, District of Columbia Code, 1940; 
Title 20, Chap. 4, District of Columbia Code, 
1929. 

10 Document cited, footnote 8, p. 18. 
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have been repealed” and there have been 
enacted income and franchise taxes,” a 
railroad rolling stock tax,” sales and use 
taxes at the rate of two per cent of the 
gross receipts from sales or use of tangible 
personal property and selected services, an 
excise tax on the issuance of titles to motor 
vehicles and trailers at the same rate as 
sales and use taxes, and cigarette taxes.” 
Sales of motor vehicles, trailers and ciga- 
rettes, of course, are exempted from the 
sales and use taxes, along with other ex- 
emptions to avoid double taxation, Liberal 
additional exemptions are provided in the 
sales and use tax acts, including sales of 
food for human consumption off the premises 
where sold, food sold in restaurants, hotels and 
the like and costing $1.25 or less, medicines, 
drugs, crutches, wheel chairs, false teeth 
and other necessities of life. 


The District of Columbia Revenue Act 
of 1949, which imposed sales, use, motor 
vehicle excise and cigarette taxes, also 
materially increased alcoholic beverage taxes 
and license fees and increased the individual 
income tax exemption from $1,000 to $4,000. 


The taxing system of the District of 
Columbia which has evolved during the 
past ten years is undoubtedly more equi- 
table than it was in the past. It is based, 
in most part, upon modern theories of 
taxation. The system operates on a pay-as- 
you-go basis and, at present, the District 
has no bonded indebtedness. There is still 
room for improvement, however, as there 
is in any taxing system. 


The taxation of household belongings, for 
example, is an archaic, inequitable and 
inefficient method of taxation. It is a 
practical impossibility for assessors to find 
and assess properly such property. Ordi- 


1 Titles IV and VII, District of Columbia 
Revenue Act of 1939, 53 Stat. 1107, 1119. 

122The District of Columbia Income Tax Act 
of 1939, 53 Stat. 1085, imposed income taxes 
upon individuals domiciled in the District on 
the last day of the taxable year and on corpo- 
rations upon their taxable income from District 
of Columbia sources. There was no tax im- 
posed upon unincorporated businesses by the 
1939 act or amendments thereto. The District 
of Columbia Income and Franchise Tax Act of 
1947, 61 Stat. 331, Chap. 258 (Sections 47-1557 
and following, District of Columbia Code, 1940, 
Supplement VII) repealed the 1939 act and 
imposed income taxes upon residents of the 
District of Columbia, and franchise taxes upon 
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narily, few records, if any, are kept by the 
householder. The assessor must depend, 
for the most part, upon returns filed by the 
owners of the property. Contrasted with 
real property, a periodic and systematic 
physicial inspection of household property 
is impossible. 


Although the real property tax is no 
longer the “veritable backbone” of the 
District’s taxing system, it is still the most 
important tax of all, principally because the 
tax rate must be fixed each year to produce 
the revenue needed which is not produced 
by other taxes. Whether this should con- 
tinue is, of course, debatable. 


In 1942, Congress made some important 
changes in the law applicable to ‘general 
and special real property tax exemptions.” 
One of the important requirements of the 
1942 act is that owners of exempted real 
property, other than the United States, the 
District of Columbia and foreign govern- 
ments, must report under oath on or before 
March 1 of each year the purposes for 
which the property was used during the 
preceding calendar year, If the report is 
not filed within the time prescribed or as 
extended by the commissioners, the exempted 
property is immediately restored to the tax 
rolls and taxed until the required report is 
filed. The tax under such circumstances 
may not be less than for a period of thirty 
days. As a result of this change in the law, 
much property which had been theretofore 
improperly carried on the exempt rolls was 
restored to the tax rolls. 


It will be interesting to see what changes, 
if any, will be made during the next ten 
years in the taxing system of the District 
of Columbia, particularly if the Home Rule 
Bill now pending in Congress is enacted. 


Practice and Procedure 


Prior to establishment of the Board of 
Tax Appeals for the District of Columbia 
in 1938 by an amendment to the District 
of Columbia Revenue Act of 1937, a tax- 


corporations and unincorporated businesses for 
the privilege of carrying on or engaging in 
any trade or business within the District and 
of receiving such other income as is derived 
from sources within the District. 

1%3 Act of December 15, 1945, 59 Stat. 
Chap. 579. 

14 District of Columbia Revenue Act of 1949, 
P. L. 76. 

% Act of December 24, 1942, 56 Stat. 1089, 
Chap. 826 (Title 47, Chap. 8, District of Co- 
lumbia Code, 1940). 

16 Act of May 16, 1938, 52 Stat. 371, Chap. 223 
= 47, Chap. 24, District of Columbia Code, 
940). 


610, 
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payer who sought by suit to recover taxes 
paid to the collector of taxes for the Dis- 
trict of Columbia was confined to the 
common-law legal remedy.“ Under that 
rule, the tax must be paid involuntarily, 
and, if paid voluntarily, it cannot be re- 
covered.” The right to sue to recover taxes 
under the common-law remedy remains 
open to a taxpayer. Suits to enjoin the 
assessment or collection of any District tax 
are, however, prohibited.” 

In the case of Lindner v. District of 
Columbia,” the Municipal Court of Appeals 
for the District of Columbia stated that the 
board of tax appeals is an administrative 
agency “quasi-judicial in nature.” How- 
ever, in Watrous v. District of Columbia,” 
the United States Court of Appeals for the 
District of Columbia Circuit stated that 
the board is not a court, that it is an ad- 
ministrative agency and that it is a “con- 
stituent member of the assessing authority.” 
It thus appears that the United States court 
of appeals has placed the board of tax appeals 
in the same category as the assessing authori- 


ties of the District, whereas, in fact, it is. 


separate and distinct therefrom. In order 
to eliminate this inconsistency, the com- 
missioners have recommended to Congress, 
in a report on S, 3542 and H. R. 8372, 
Eighty-first Congress, that the status of 
the board of tax appeals be clarified by 
statute to provide: 


“The board shall not be deemed or held 
to be a constituent member of the assessing 
or taxing authority of the District but shall 
be deemed to be a quasi-judicial agency 
separate and apart from such assessing and 
taxing authorities.” 


Before the board of tax appeals was 
established, there were three administrative 
remedies available to taxpayers: 


(1) Personal Property Taxes.—Under au- 
thority of Section 6 of the Act of July 1, 
1902, 32 Stat. 617, Chapter 1352, as amended, 
Congress provided for a board of personal- 
tax appraisers whose duty it was to assess 
personal property taxes. That board, con- 
sisting now of three assistant assessors, 
still exists and makes personal property tax 
assessments either bv action as a board or 
by any member of the board. Also in the 


Lindner v. District of Columbia, 32 Atl. 
(2d) 540: District of Columbia v. National Bank 
of Washington, 76 Wash. Law Rep. 640. 


188 Blanks v. Hazen, 66 App. D. C. 118, 85 F. 
(2d) 284; Moore Ice Cream Company v. Rose, 
3 ustc J 1100, 289 U. S. 373, 53 S. Ct. 620 (1933). 

19 Section 10, Title IX, District of Columbia 


Revenue Act of 1937, as amended, 52 Stat. 375, 
Chap. 223 (Section 47-2410, District of Columbia 
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1902 act, Congress provided for a board 
of personal-tax appeals consisting of the 
assessor as chairman and the board of 
assistant assessors. The statute provided 
that the action taken by the board of 
personal-tax appeals was “final.” The finality 
of this appellate procedure was emphasized 
in Tumulty v. District of Columbia, 69 App. 
D. C. 390, 397, 102 F. (2d) 254, 261, where 
the court held that an assessment against a 
company not the owner of the property 
became a final assessment against it because 
the company did not appeal to the board 
of personal-tax appeals. 


Thereafter, in 1945, the corporation counsel 
ruled that such appellate provisions were 
repealed by the 1938 act, and, in 1949, the 
board of tax appeals decided to the same 
effect in the case of Pillen v. District of 
Columbia, BTA Docket No. 1127, April 
12, 1949, 


(2) Real Property Taxes.—Under the Act 
of August 18, 1894, 28 Stat. 284, Chapter 287 
(Sections 47-708, 47-709, 47-710, District of 
Columbia Code, 1940), as amended, Con- 
gress provided for a board of equalization 
and review composed of the assessor as 
chairman, the deputy assessor and all the 
assistant assessors, which board is required 
to convene on the first Monday of January 
each year and remain in session until the 
first Monday of April each year.” This 
board is required to give public notice, by 
advertising in two daily newspapers in the 
District, of the time and place of its session 
each year. It is the duty of the board to 
hear complaints as to real property tax 
valuations and fairly and impartially to 
equalize the value of such property as the 
basis for assessment. This procedure has 
continued through the years. When the 
statutory provisions prescribing this pro- 
cedure were re-enacted in the 1938 act, which 
created the board of tax appeals, Congress 
added provisos requiring a taxpayer to make 
his complaint to the board of equalization 
and review as a requisite to appeal to the 
board of tax appeals. Property owners are 
charged with notice of this procedure and 
must follow it in order to maintain an appeal 
with the board of tax appeals™ or a suit 
in the courts ™ to recover taxes paid. 


Code, 1940). See also Section 1341, Title 28, 
New Judicial Code. 

°° Footnote 17. 

2177 App. D. C. 295, 135 F. (2d) 654. 

22 Watrous v. District of Columbia, foot- 
note 21. 

23 Schlosberg v. District of Columbia, 74 
Wash. Law Rep. 6. 

*% First National Bank v. Weld County, 264 
U.S. 450. 
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(3) Tax Refunds Generally.—Under Sec- 
tion 47-1016, District of Columbia Code, 
1940, taxes erroneously paid may be re- 
funded by administrative action if the col- 
lector of taxes makes a certificate stating 
the nature of the error, the name of the 
person or persons by whom the erroneous 
payment was made and such other par- 
ticulars as may be necessary to satisfy the 
accounting officers that the claim for reim- 
bursement is “just and equitable.” Needless 
to state, the taxpayer is required to furnish 
the facts upon which it can be determined 
whether his claim is just and equitable. 
This administrative remedy is still available 
to taxpayers. 

The Board of Tax Appeals for the Dis- 
trict of Columbia was patterned to a large 
extent upon the Board of Tax Appeals of 
the United States (now the Tax Court). 
However, there are fundamental differences 
in the requisites for invoking the juris- 
diction of the respective tribunals. Congress 
has never prescribed that federal taxes must 
be paid prior to an appeal to the Tax Court. 
In sharp contrast, Congress has provided in 
the various District tax laws wherein ap- 
peals to the Board of Tax Appeals have 
been authorized, with one exception, that 
the tax involved must be paid to the 
collector of taxes, District of Columbia, 
“under protest in writing’ and the appeal 
filed with the board within ninety days 
after notice of assessment or denial of a 
claim for refund, as the case may be. The 
exception is that institutions or organiza- 
tions aggrieved by assessments against real 
property deemed to be exempt from taxa- 
tion may appeal to the board within ninety 
days from the notice of assessment without 
first paying the tax. 


Appeals may be filed with the board of 
tax appeals with respect to nearly all kinds 
of District taxes. The various provisions of 
law relating to such appeals are: 


If you own property abroad, and it’s 
in an area the Russians liberate, claim a 
total loss for tax purposes that same year. 

At least, that seems to be the gist of a 
Tax Court opinion in a recent case where 
an American citizen owned land in Po- 


land. The farm was seized by the Rus- 
sians in 1939. In 1941 the Nazis took 
over. The Polish Government in Exile 


continued to claim sovereignty until after 
the Yalta agreement in 1946, and the 
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(a) Personal property, real estate (gener- 
ally), inheritance, estate, gross receipts, 
gross earnings, insurance premiums and 
motor vehicle fuel taxes: Title 47, Chapter 
24, District of Columbia Code, 1940, 


(b) Real estate tax exemption appeals: 
Section 47-80le, District of Columbia Code, 
1940, Supplement VII. 


(c) Income taxes under 1939 act: Sec- 
tions 47-1531 and 47-1534, District of Co- 
lumbia Code, 1940. 


(d) Income and franchise taxes under 
1947 act: Sections 37-1593 and 47-1539a, 
District of Columbia Code, 1940, Supple- 
ment VII. 


(e) Sales and use taxes: Sections 141 
and 223 of the District of Columbia Revenue 
Act of 1949 (United States Code Con- 
gressional Service, 1949, pages 127, 134). 


(f{) Excise taxes upon issuance of titles 
to motor vehicles: Section 303 of the Dis- 
trict of Columbia Revenue Act of 1949 
(United States Code Congressional Serv- 
ice, 1949, pages 127, 134). 


Efficient Taxing System 


The District of Columbia has a fairly 
modern and efficient system of taxation. 
While, of course, there is room for im- 
provement, it is the writer’s view that the 
District’s present system surpasses in many 
respects the systems of taxation in force 
in certain taxing jurisdictions adjacent to 
the District, as well as in taxing juris- 
dictions in many places elsewhere in the 
United States. Enactment of certain amend- 
ments to the District’s tax laws which have 
been recommended by the assessor and the 
commissioners, as pointed out above, would 
undoubtedly improve the District’s tax system. 


[The End] 





WHAT TO DO WHERE THE RUSSIANS TAKE OVER 


owner claimed a total loss in that year. 

The Tax Court refused to allow the 
loss as either involuntary conversion or 
casualty in 1945, “for the simple reason 
that the loss did not occur in the year 
1945 when it is claimed.” 


precedent, the court said, for claiming 
such a loss in the year of seizure, “not- 
withstanding the possibility of a later 
recovery of some or all of the loss.”— 


Ssukiewicz, CCH Dec. 18,169(M). 
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The Court Holding Company 
Situation and Section 45 


By C. SEVERIN BUSCHMANN, Jr. 


THE AUTHOR DEFINES AND COMPARES THE TWO 


SEPARATE ASPECTS OF FEDERAL 
LAW INVOLVED 


7 Court Holding Company situation and 
the Section 45 situation have been the 
separate subjects of several recent court 
decisions. 


The two separate fields have the following 
facts in common—each involves a “close 
corporation” wherein the stockholder has 
dissolved the corporation, completely or in 
part, for the sole purpose of avoiding in- 
come taxes. The partial dissolution arises in 
the Section 45 situation, and the complete 
dissolution arises in the Court Holding Com- 
pany situation. 

The reason for the dissolution is that the 
individual stockholder anticipates large in- 
come to be received by the corporation. This 
income will be taxed to the corporation upon 
receipt and then be taxed a second time upon 
distribution to the stockholder. Therefore, 
the dissolution of the corporation before re- 
ceipt of the income entirely eliminates one 
of the taxes. The Commissioner of Internal 
Revenue assesses a deficiency upon the 
ground that the income must be imputed to 
the corporation before receipt by the indi- 
vidual. The question raised in both cases is 
whether a dissolution has been made for 
federal income tax purposes. 


Statement of Facts 


Total Dissolution—The Court Holding 
Company tax-saving scheme is as follows: 
An individual owns all of the stock of a cor- 
poration. The corporation receives all of 
its income from the operation of an apart- 
ment building. This completely or sub- 
stantially depreciated asset is extremely 
valuable, because it was built before infla- 


Section 45 


INCOME TAX 
IN THESE SIMILAR SITUATIONS 


tion. There is no accumulated surplus be- 
cause rent controls have prevented earnings, 
and, therefore, there is no dividend groblem. 

With rent controls now eased, the tax- 
payer may sell the building for a long-term 
capital gain. To have the corporation sell 
the building and distribute the proceeds is 
too expensive because of the double tax. 
The prospective purchaser will not purchase 
the stock because of the contingent liabilities, 
aside from the one-year tax liability contin- 
gency, and because the purchaser does not 
have faith that his stock purchase price will 
be his basis for the asset. The only answer 
is to dissolve the corporation and sell the 
asset personally. 


Partial Dissolution.—The tax-saving scheme 
which the Commissioner has attempted to 
combat with Section 45 is as follows: 
An individual owns all of the stock of a 
manufacturing concern. The business was 
saved by World War II. The deficits were 
paid off. The approaching war situation 
will again make the business boom. This 
will mean excess profits taxes, dividend 
payments, Section 102 risks, salary restric- 
tions and so forth. His conclusion is to re- 
tain the running of the business of the 
corporation in corporate form and own per- 
sonally the real estate and handle sales. 


Conclusions.—The corporation is, of course, 
a child of state rules. One slips in or out 
of corporate form, at the will of the stock- 
holders, by entering into “formalisms.” The 
change of corporate to individual status or 
vice versa occurs without the slightest break 
in ordinary business operations. The move 
from one to the other occurs here solely for 
tax-avoidance purposes. 
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Statement of Law 


Preliminary Statement.—The Commis- 
sioner has been horrified that the formalisms 
of dissolution, without a change in the opera- 
tions of the business, should result in tax 
savings. The Commissioner has, therefore, 
attempted to enforce a theory which seems 
the conygrse of Higgins v. Smith, 40-1 ustc 
{ 9160, 306 U. S. 473, that is, that the cor- 
porate entity must be recognized rather than 
the individual. 


The courts, however, at present seem to 
have made it clear that the Commissioner’s 
current theories will not stand up. The 
Standard Fruit Produce Company case hold- 
ing (CCH Dec. 17,159(M), 8 TCM 733 
(1949)) dismissed the Section 45 arguments 
as having “no merit.” In U. S. v. Cumber- 
land Public Service Company, 50-1 ustc J 9129, 
338 U. S. 451, the Supreme Court stated 
that since there are different methods pro- 
vided by Congress, “we accept its mandate.” 
So, all sales of former corporate property 
need not be imputed to the former corporation. 


This should end the entire controversy. It 
has not. While the taxpayer always seems to 
win the Section 45 cases, the reverse seems 
to be true of the Court Holding Company 
situation. Of the Commissioner’s viewpoints 
on both situations, the most logical and 
superfically correct is the argument under 
Section 45, yet, surprisingly, the most con- 
troversy seems to have arisen since the 
Cumberland case in January of last year in 
the total-dissolution case. 


It should be cautioned at this stage that 
we are concerned only with what constitutes 
a complete or partial dissolution. We are 
not concerned with the dividend versus 
partial-liquidation studies. We will not at 
this time discuss the distinctions of capital 
transactions as against revenues from the 


operation of the business. Since both are 
treated as income (see Eisner v. Macomber, 1 
ustc § 32, 252 U. S. 189 (1920)), this dis- 
tinction should not, in theory, affect the 
dissolution problem. Nor is it my purpose to 
survey the specialized field of “the close 
corporation.” (See the article of this name 
by Jacob Rabkin in the Proceedings of New 
York University Eighth Annual Institute on 
Federal Taxation (1949), page 664.) To 
reiterate, the purpose of this article is to 
point up and compare recent cases upon 
these related subjects of partial and complete 
dissolution. 


Section 45 and Partial Dissolution.—The 
Section 45 situation arises because a business 
is divided into two or more parts. Section 
45 reads as follows: 


“Allocation of Income and Deduttions. In 
any case of two or more organizations, trades 
of businesses (whether or not incorporated, 
whether or not organized in the United 
States, and whether or not affiliated) owned 
or controlled directly or indirectly by the 
same interests, the Commissioner is authorized 
to distribute, apportion, or allocate gross in- 
come, deductions, credits, or allowances be- 
tween or among such organizations, trades, 
or businesses, if he determines that such dis- 
tribution, apportionment, or allocation is neces- 
sary in order to prevent evasion of taxes 
or clearly to reflect the income of any of 
such organizations, trades, or businesses.” 


This may be a break horizontally, such as 
between two products; vertically, such as 
between the production and sales; or each 
business may be identical. The entire break 
is made as a matter of accounting and public 
statement. There need be no changes in cus- 
tomers, business methods, location or even 
name. 


The argument of the Commissioner is that 
Section 45 is applicable. There are super- 
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ficially two businesses controlled by the same 
interest, where one business is being “milked” 
of its profits because the stockholders are 
acting against the best interests of a con- 
tinuing corporation. The leading case in sup- 
port of the Commissioner, because of the 
broad language, is Asiatic Petroleum Com- 
pany, Ltd. v. Commissioner, 35-2 ustc { 9547, 
79 F. (2d) 234 (CCA-2), aff’'g CCH Dec. 
8868, 31 BTA 1152 (1935). 


The fundamental principles of the deci- 
sion against the Commissioner began with 
Ross v. Commissioner, 42-2 ustc J 9593, 129 
F. (2d) 310 (CCA-5), which is premised 
upon the proposition that only under excep- 
tional circumstances is the separateness of 
the corporation disregarded even if there is 
only one stockholder and even if both the 
stockholder and the corporation are carrying 
on the same business. The court apparently 
tossed in Section 45 for free. The court well 
stated: “So far from justifying the consoli- 
dation of such business, this section recog- 
nizes and preserves their separateness, and 
seeks only to adjust and correct what may 
have been improperly done in the bookkeep- 
ing between them.” The first proposition 
has been set forth in the ringing words by 
Judge LeMire in Buffalo Meter Company, 
CCH Dec. 16,214, 10 TC 83, 89 (1948): “The 


tax laws do not undertake to deny taxpayers 
the right of free choice in the selection of the 
form in which they carry on business.” 


As for the bookkeeping proposition, no- 
body any longer gets confused as to whether 
the business is being run as a corporation or 
as a sole proprietorship. (Compare Rasmus- 
son v. Eddy’s Steam Bakery, Inc., 1932 CCH 
STANDARD FEDERAL TAx Reports { 9187, 57 F. 
(2d) 27 (CCA-9). The taxpayer never would 
get to court if he were not able to show that, 
as stated in Seminole Flavor Company, CCH 
Dec. 14,511, 4 TC 1215 (1945), “The Com- 
missioner directs our attention to no single 
entry or account which he contends is im- 
proper or inaccurate or which he now seeks 
to correct.” After all, Section 45 is a sub- 
division of Part IV of the Internal Revenue 
Code which is entitled “Accounting Periods 
and Methods of Accounting.” 


The clincher in all these arguments is, of 
course, as stated by Judge LeMire in the 
Buffalo Meter Company case, “That the part- 
nership was real for all purposes, and that 
it has at all times functioned as an entirely 
separate economic entity.” This language 
immediately indicates the distinctions of this 
type of case and the Asiatic case. (It reverts 
to the distinctions of income as between the 


Section 45 


definition in Stratton’s Independence vw. 
Howbert, 231 U. S. 399, and in Eisner v. 
Macomber, above.) Here, we deal with the 
operation of a business. As Judge Kern 
stated in the Miles-Conley Company case be- 
fore the Tax Court (CCH Dec. 16,368, 10 
TC 754 (1948), aff’d 49-1 ustc J 9245, -173 
F, (2d) 958 (CA-4)), in discussing the 
paradox of the Commissioner’s viewpoint in 
seeking to merge the actuality of the sole 
proprietorship into the fiction of the cor- 
poration: “If the income purportedly that 
of the proprietorship had in reality been 
earned by the corporation, then it would 
have been taxable to the corporation by 
virtue of one of the most fundamental con- 
cepts of taxation and not by virtue of Sec- 
tion 45 of the Internal Revenue Code.” 


This last position may be discovered in 
R. O. H. Hill, Inc., CCH Dec. 15,939, 9 TC 
153 (1947) and Forcum-James Company, CCH 
Dec. 15,486, 7 TC 1195 (1946), remanded 
49-2 ustc J 9390, 176 F. (2d) 311 (CA-6). In 
those cases, the new company did not pur- 
port to do business but only to act as princi- 
pal for those whom the old corporation now 
acted as agent. Another slightly different 
type of prima-facie Section 45 case deter- 
mined against the taxpayer is the Gordon 
Can Company case, CCH Dec. 8276, 29 BTA 
272 (1933). The additional element in this 
case was that the business was slightly sub 
rosa if a business did exist. Here, the new 
enterprise was formed to hide kickbacks. 
Other apparent decisions against the tax- 
payer were quickly reversed. (See Twin 
Oaks Company v. Commissioner 50-2 ustc 
J 9398, 183 F. (2d) 385 (CA-9), and Denning 
& Company, Inc. v. Commissioner, 50-1 ustc 


° 49180, 180 F. (2d) 288 (CA-10).) 


The conclusion is, therefore, that a close 
corporation may be dissolved at the will of 
the stockholder. Presumably, this will is ac- 
complished by carrying cut all of the 
“formalisms” of local law. Such, of course, 
is the way things exist whether we admit 
it or not. In any event, this Section 45 line 
of cases carries along tax-benefit implications 
not to be overlooked, especially at a time 
when we are confronted with war profits 
and excess profits taxes. (See Alcorn W hole- 
sale Company, CCH Dec. 18,034, 16 TC —, 
No. 10 (1951).) 


Court Holding Company Situation or 
Complete Dissolution.— One would think 
Section 45 arguments would settle the problem 
of corporate dissolution for tax purposes. 
They do not. While the stockholders may 
take away the going business of a corpora- 
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tion and thereafter run the business for 
themselves, it would appear to be disputed 
that they may take away the business and 
then sell it. In Court Holding Company v. 
Commissioner, 45-1 ustc 99215, 324 U. S. 
331, the Supreme Court affirmed a decision 
taxing the corporation when the sale was 
preceded by a dissolution of the corporation 
and stated: “A sale by one person cannot 
be transformed for tax purposes into a sale 
by another by using the latter as a conduit 
through which to pass title.” 


This Supreme Court decision of March 12, 
1945, led to the situation typified in Kauf- 
mann,, CCH Dec. 16,608, 11 TC 483 (1948), 
aff'd 49-1 ustc J 9268, 175 F. (2d) 28 (CA-3). 
The Tax Court majority opinion of seven 
judges is expressed in the concurring opin- 
ion: “A rule of law might be inferred from 
the majority opinion to the effect that if any 
negotiations for the purchase of a corpora- 
tion’s property are begun while the corpora- 
tion holds title to the property, then any 
sale of the property later made by the stock- 
holders after the corporation’s liquidation to 
a purchaser who had participated in such 
negotiations in any way and to any extent, 
must be considered the sale of the corpora- 
tion under the doctrine of Commissioner v. 
Court Holding Co., 324 U. S. 331.” 


The concurring opinion of three judges 
was: “In any event, petitioner, although 
having the burden of proof, did not attempt 
to prove... that Hyman did not represent 
petitioner,” the corporation, rather than the 
individual stockholders in the situation where 
the sale was negotiated for before dissolu- 
tion. There were six judges who dissented 
on the theory that the facts were that the 
stockholders consummated the sale. 


The Third Circuit Court on April 26, 
1949, agreed with the majority opinion, stat- 
ing that the stockholder was under a legal 
duty to make the sale on behalf of the cor- 
poration and that, therefore, causing the cor- 
poration to dissolve was a part of the contract. 


The Second Circuit Court fundamentally 
supported the minority viewpoint on May 4, 
1948, in Borall Corporation v. Commissioner, 
48-1 ustc J 9262, 167 F. (2d) 865 (if one can 
dare to ignore the Dobson-rule effect). 

The next event is the Supreme Court opin- 
ion in U. S. v. Cumberland Public Service 
Company, above, where the Supreme Court 
affirmed a decision for the stockholder stat- 
ing that “Congress having determined that 
different tax consequences shall flow from 
different methods by which the shareholders 
of a closely held corporation may dispose of 
corporate property, we accept its mandate.” 
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Unfortunately, the Supreme Court did not 
seem to have distinguished sufficiently the 
Court Holding Company case ruling which 
was made to prevent “formalisms” of dis- 
solution from impairing “the effective ad- 
ministration of the tax policies of Congress.” 
West Coast Securities Company, CCH Dec. 
17,655, 14 TC 19 (1950) would indicate linger- 
ing doubts as to what the Supreme Court 
decided. 


The case has three judges dissenting to 
the conclusion of fact that the stockholders 
sold the assets not the corporation. The 
fundamentals of this dissent are that the 
stockholders must prove (1) that there was 
a genuine liquidation and (2) that the stock- 
holders were acting on their own behalf in 
negotiating the sale. The language of the 
dissent has left many with the opinion that a 
sale might still be imputed to the corpora- 
tion even though the intention of the stock- 
holders was to the contrary. The case of 
Gilman, CCH Dec. 17,640, 14 TC 833 (1950), 
however, was determined in favor of the 
stockholders without a dissent. This is where 
the matter rests to date. 


Similarity of Total 
and Partial Dissolution 


I boldly conclude that total and partial 
dissolution are pari materia. Upon such a 
conclusion there are more valid reasons for 
supposed conflicts among the judges of the 
Tax Court and various courts of appeal. 
Our conflicts would seem to be questions of 
fact rather than law. 


To express the same conclusion in another 
way: the Section 45 cases have all been de- 
cided in favor of the taxpayer, because, in 
the process of showing “who earned the in- 
come,” the taxpayer proved beyond a doubt 
that the liquidation had been real and com- 
pletely carried out. However, in connection 
with the total dissolution, the peculiar opin- 
ions of various courts and the deep-rooted 
suspicion of tax law have led the taxpayer 
to believe that a rule of law exists that every 
sale of assets negotiated during the existence 
of the corporation must be imputed to the 
corporation. There is no such rule. The 
rule is that the taxpayer must show as a fact 
that a dissolution has been made. 


Upon this conclusion, the manner of trial 
in a Court Holding Company situation should 
point out exactly how the business is being 
run after dissolution. Certainly all tenants 


(Continued on page 382) 
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How Standard Is the Standard 
Deduction on Short-Form 1040? 


By ALFRED P. KOCH 


THAT TEN PER CENT STANDARD DEDUCTION IS ONLY APPROXIMATE, 
AND ACTUALLY RANGES FROM NINE TO NEARLY TWELVE PER CENT, 
ACCORDING TO THIS LEHIGH UNIVERSITY FACULTY MEMBER 


4 ACH YEAR thousands of taxpayers are 
faced with the problem of deciding which 
form of tax return to use. Those persons 
whose adjusted gross incomes are less than 
$5,000 may become somewhat perplexed— 
should they use Long-form 1040 or Short- 
form 1040? * They are confronted with the 
question as to which is preferable, the Long- 
form 1040 with itemized deductions or the 
alternative Short-form 1040 with standard 
deductions implicit in Tax Table II under 
Supplement T of the Internal Revenue Code, 
as amended by the Revenue Act of 1950. 


The tax table was prepared in a manner 
which makes effective a standard-deduction 
rate of approximately ten per cent. As a rule 
of thumb, taxpayers are often advised to use 
the long form with itemized deductions if 
their allowable deductions amount to more 
than ten per cent of their adjusted gross 
incomes. Conversely, they are advised to 
use the short form if their itemized deduc- 
tions are less than ten per cent of their 
adjusted gross incomes. 


This rule of thumb does not constitute a 
satisfactory guide to the taxwise selection 
of the appropriate form, inasmuch as the 
standard deductions implicit in the tax table 
are only equal to approximately ten per cent 
of the adjusted gross income and may vary 
from 9.17 per cent to 11.82 per cent. The 


illustrations which follow will support this 
thesis. 


* Taxpayers having gross incomes of less than 
$5,000 and whose income from sources other 
than wages subject to withholding does not 
exceed $100 may elect form 1040A, the wage 


Standard Deduction 


The standard deduction equals ten per 
cent only at the mid-point of each bracket, 
and even at that point the percentage may 
not be exact, as the amount of the tax is 
adjusted to the nearest dollar. As a conse- 
quence, such adjustment of the tax increases 
or decreases the deduction allowed. In gen- 
eral, the amount of the standard deduction 
involved is greater than ten per cent if the 
adjusted gross income lies above the mid- 
point of its bracket and is less than ten per 


cent if the adjusted gross income falls below 
the mid-point. 


The taxpayer cannot know which form 
will result in a lower tax liability without 
some study. He may arrive at the proper 
answer by preparing both forms and using 
the one which presents the more favorable 
result. However, he can obtain the answer 
by some fairly simple computations. So that 
the taxpayer may determine which method 
of filing a return will afford him a lower 
tax, this article presents an explanation of 
various methods of computing the standard 
deduction allowed on Short-form 1040. Once 
the standard deduction is determined by 
the use of any of these methods, the tax- 
payer may decide whether or not such a 
deduction will produce a lower tax than that 
computed by itemizing deductions on Long- 


form 1040. 


Adjusted gross income is determined by 
deducting from taxable income (received 


earner’s return. On this return the taxpayer 
does not receive the benefit of deductions for 
adjusted gross income. The Commissioner de- 
termines the tax from the short-form tax table. 
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from any sources) certain expenses and 
losses allowed by statute. For example, a 
taxpayer with a salary of $5,000 and gross 
rental income of $1,200 whose expenses in- 
curred in the production of rental income 
total $1,200.01 may file Short-form 1040. 
The $1,200.01, which might be comprised of 
mortgage interest, property taxes, repairs, 
depreciation, etc., is a deduction from the 
taxable income of $6,200. The net result 
is an adjusted gross income of $4,999.99, an 
amount which permits the taxpayer to use 
the short-form return. 


In the foregoing example, it would be 
necessary for a taxpayer filing his return on 
a cash basis to pay the expenses incurred 


during the year, excepting depreciation, of 


Adjusted gross income 
Less: Standard deduction 


Net income 
Less: Exemption for taxpayer 


Balance subject to tax 
Computation of tax liability: 
20% of $2,000.00 
22% of $1,878.12 
Less: Percentage réduction: 
13% of $400.00 .. 
9% of $413.18 . 
Tax liability from short-form table 
Example 2 
The tax liability of $724 for a single tax- 


payer having no dependents and having an 


Adjusted gross income (mid-point of bracket, $4,950.00 to $4,999.99). ... 
Less: Standard deduction of 10% based on mid-point 


Net income 


Less: Exemption for taxpayer......... 


Balance subject to tax... ... 6.66 sce c ck. 


Computation of tax liability: 
20% of $2,000.00 
22% of $1,877.50. .. 


Less: Percentage reduction: 
13% of $400.00..... 
9% of $413.05 


Tax liability as computed 


Actual tax liability, which is adjusted to the nearest dollar 


course, an expense which does not require 
the disbursement of funds. 


Example 1 


What is the amount of the standard de- 
duction allowed under Supplement T? To 
answer this question it is necessary to know 
the adjusted gross income of the taxpayer. 
Suppose that a taxpayer who is single and 
has no dependents has an adjusted gross 
income of $4,999,99. In the short-form tax 
table, the taxpayer’s income tax is $724. The 
standard deduction implicit in the short form 
is $521.87 or 10.44 per cent. The correctness 
of this amount, $521.87, may be proved as 
follows: 


$4,999.99 
$4,478.12 


$3,878.12 
$ 813.18 


89.18 
$ 724.00 


adjusted gross income of $4,999.99, as shown 
in the short-form tax table, is determined 
as follows: « 


$4,975.00 
497.50 


$4,477.50 
600.00 


$3,877.50 


$400.00 
413.05 


$ 813.05 
89.17 
$ 723.88 


$ 724.00 
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Example 3 


The amount of the standard deduction for 
an adjusted gross income of $4,999.99 is com- 
puted as follows: 


Adjusted gross income 


Mid-point of bracket, $4,950.00 to $4,999.99 


Less: 10% of mid-point 
Net income based on mid-point 


Standard deduction based on mid-point 


Less: Decrease in deduction resulting from the addition of 12¢ to 


tax, as shown in Example 2 


Standard deduction allowed (10.44%) 


The twelve cents which was added to the 
$723.88, as shown in Example 2, is an amount 
computed at a gross tax rate of twenty-two 
per cent on income falling in the second 
bracket of the combined normal tax and 
surtax table. This gross rate of twenty-two 
per cent is subject to a percentage reduction 
of nine per cent. As a consequence, the 
gross tax rate is reduced toa net, or 
effective, tax rate of 20.02 per cent (.22— 
[.22 x .09]). 


Example 4 


$ 521.89 


Since twelve cents was determined at an 
effective rate of 20.02 per cent, the addition 
of this amount to the tax liability, as com- 
puted in Example 2, decreases the standard 
deduction allowed by sixty cents (.12+.2002). 


The standard deduction as shown in Ex- 
ample 3 may also be computed according 
to Examples 4 and 5. 


Standard deduction on adjusted gross income of $4,999.99 


Adjusted gross income 
Less: Exemption for taxpayer 


Balance subject to tax, plus standard deduction 


Computation of tax on $4,399.99: 


Tax on $2,000.00 at effective rate of 17.4% 
Tax on $2,000.00 at effective rate of 20.02% 
Tax on $399.99 at effective rate of 23.66%...................000.. 


Tax on balance, which includes standard deduction 


Actual tax from short-form tax table 


Difference 


$4,999.99 
$4,399.99 


348.00 
400.40 
94.64 


843.04 
724.00 


119.04 


$94.64 of $119.04 computed at rate of 23.66% 
$24.40 of $119.04 computed at rate of 20.02% 


Standard deduction computed as follows: 


$94.64 .2366= $400.00 
$24.40+.2002= 121.88 


Standard Deduction 


$521.88 





Example 5 


Standard deduction on adjusted gross income of $4,999.99 


Tax on $4,999.99 from short-form table 


Computation of standard deduction: 


Tax of 17.4% on $2,000.00 
Tax of 20.02% on remainder 


$376.00+ 20.02% equals amount in excess of $2,000.00 on which 


20.02% tax is applied, or 


$1,878.12 


Add: Amount to which tax rate of 17.4% applies 


Balance subject to tax 


Adjusted gross income 
Less: Credit for exemption 
Balance subject to tax 


Standard deduction allowed 


Example 6 


The computation of the standard deduc- 
tion for an adjusted gross income of $4,950, 
the lowest point in the highest adjusted 
gross income bracket of the short-form tax 
table, may be computed as shown in the fol- 
lowing example: 


Adjusted gross income (single 
taxpayer, no dependents). ... 4,950.00 
Net income (see Example 1).. 4,478.12 


Standard deduction (9.53%)... $ 471.88 


From the results reached in the example 
shown above, it is evident that a single tax- 


Example 7 


The amount of the deduction (and its per- 
centage of adjusted gross income) for in- 
comes of $3,049.99 and $3,000, respectively, 


Adjusted gross income 


Mid-point of bracket, $3,000.00 to $3,049.99 


Less: 10% of mid-point 
Net income based on mid-point 


Standard deduction based on mid-point 


Income tax computed on adjusted gross income of $3,049.99 less $327.49 


$3,878.12 


$ 600.00 , 
3,878.12 4,478.12 


$ 521.87 


payer with no dependents would pay a lower 
tax on an adjusted gross income of $4,950 by 
using Long-form 1040 and itemizing allow- 
able deductions in excess of 9.53 per cent or 
$471.88. However, in order to produce a lower 
tax, the same taxpayer with an adjusted 
gross income of $4,999.99 would have to 
itemize deductions in excess of $521.87 or, 
expressed as a percentage, in excess of 10.44 
per cent of his adjusted gross income. (For 
comparison, a taxpayer with an adjusted 
gross income of $5,000 is required to use 
Long-form 1040. The standard deduction 
allowed is $500, whereas for an adjusted 
gross income of $4,999.99, the deduction 
implicit in the short-form tax table is $521.87.) 


is computed in Examples 7 and 8 in the 
same manner as for incomes of $4,999.99 and 
$4,950 in Examples 3 and 6. 


$3,049.99 


2,722.50 
$ 327.49 


is $372.52. Tax from short-form table is $373.00, or 48¢ greater. 


Decrease in standard deduction based on mid-point: .48+ (.22—[.22 x .09]) 


Standard deduction (10.66%) 


2.39 
$ 325.10 


(Continued on page 378) 
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By ROLAND M. TRAFTON 
Attorney and CPA 


Partnership Accounting Periods 


SELECTION OF THE CORRECT FISCAL RATHER 
THAN CALENDAR YEAR FOR PARTNERSHIP RETURNS 
CAN SUBSTANTIALLY MINIMIZE TAX LIABILITIES 


NDER PRESSURE of rising corpo- 

rate tax rates and the revival of the ex- 
cess profits tax, the partnership form of 
business organization is due for new em- 
phasis. Existing close-held corporations 
may be well advised to explore the possi- 
bilities of liquidation under the relief pro- 
visions of the Revenue Act of 1950’* and 
formation of a partnership. A new enter- 
prise with hope for substantial profits and 
rapid expansion may be forced to avoid the 
corporate form of organization despite its 
other advantages. 


In the course of drafting articles of part- 
nership, it is customary to set forth the date 
for the annual closing of the partnership 
accounts. In some instances, the date of 
closing is dictated by the seasonal nature of 
contemplated operations. However, in the 
majority of cases, the closing date is re- 
garded as a minor formality, and its selec- 
tion is arbitrary. 


Selection of the proper annual accounting 
period may have important tax conse- 
quences to the partnership. These conse- 
quences stem from Section 188 of the Internal 
Revenue Code which reads in part as 
follows: 


“Different Taxable Years of Partner and 
Partnership. If the taxable year of a partner 
is different from that of the partnership, the 
inclusions with respect to the net income of 
the partnership, in computing the net income 


1Code Section 112(b)(7), as amended by Sec- 
tion 206(a), 1950 Revenue Act. 

2For example, Y, a partner in a calendar- 
year partnership, begins paying the income tax 
on his share of the 1950 partnership income in 
installments beginning March 15, 1950, 9% 
months before the end of the taxable period. 
If the partnership reported on a fiscal year 


Partnership Accounting Periods 


of the partner for his taxable year, shall be 
based upon the net income of the partner- 
ship for any taxable year of the partnership 

. ending within or with the taxable year 
of the partner.” 


This is a recognition of the principle that 
a partner is entitled to profits only upon a 
partnership accounting. It is, therefore, at 
that point in time that the profits become 
subject to income tax. Inasmuch as custom 
has provided that profits shall be accounted 
for annually, it follows that taxability of 
the profits is. deferred until the annual 
accounting. 


By selecting an annual accounting period 
which does not coincide with that of the 
partners as individuals, it is possible to defer 
payment of tax on each year’s partnership 
profits for eleven months.’ 


Deferment of Taxes 


Example 1. New Enterprise Richards 
and Walsh undertook to build and operate 
a radio station in a prosperous farming area. 


They had enough capital to buy the build- 
ing site, pay their personal expenses during 
the construction period and pay operating 
expenses for the first sixty days before in- 
come from advertising accounts would begin 
to trickle in. 


The additional investment required was 
$50,000 which was obtained by three-year to 


ending January 31, Y’s share of the profits for 
the period February 1, 1950, to January 31, 
1951, would all be taxable to Y in 1951. Y would 
begin payment of tax on this income March 15, 
1951, or 1% months after the close of the tax- 
able period as compared to 9% months before 
the close of the taxable period under the cal- 
endar-year method. 
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five-year financing of the building and equip- 
ment. 


They began operation January 15, 1950, 
and closed their books December 31. At 
that time they found they had netted a hand- 
some profit of $20,000. By keeping their 
personal expenses to a minimum, they had 
met the heavy payments on the building and 
equipment and were optimistically planning 
night broadcasting (requiring an additional 
$6,000 in equipment), with excellent pros- 
pects of thereby substantially increasing 
their profits. 


However, they found that a net profit of 
$20,000, less building and equipment pay- 
ments of $12,400, left only $3,800 apiece.’ 
This amount had been barely enough to 
cover their living expenses during the year. 


On January 10, they consulted an account- 
ant who advised them that Richards and his 
wife owed the government $1,636‘ income 
tax for 1950. Walsh, a bachelor, owed 
$2,096. Neither had the money. Operating 
expenses, living expenses and payments on 
equipment kept their bank account at an 
irreducible minimum. 


What sacrifices the partners finally had to 
make to raise the money is beyond the scope 
of this paper. Suffice it to say, it had a 
crippling effect on their expansion plans and 
possibly paved the way to failure of a po- 
tentially fine enterprise. 


If the men had been properly advised, 
they would have closed their books March 
31, 1950, when their net profit to date was 
approximately $2,500. On March 15, 1951, 
Richards would have had no income tax 
liability and Walsh would have owed only 
$105 as compared to the combined tax of 
$3,732 owed for the calendar-year account- 
ing period. 


Example 2. Established Business.—Al- 
vord operated under lease five prosperous 
neighborhood drugstores. He incorporated 
and sold ten per cent of the stock to each 
of his two brothers who became the active 
managers of the operation. As president and 
general manager, Alvord drew $40,900 a 
year salary from the corporation. 


3 Depreciation factors are assumed to have 
offset the portion of the profit tied up in ac- 
counts receivable. 

41951 individual income tax rates are used 
in the example. 

5 The dangerous position of the corporation 
in regard to officers’ salaries was an influencing 
factor. 

6 Alvord is married. 
longer dependent. 


His children are no 
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Alvord and his brothers desired to lease 
and equip a large drugstore in a new shop- 
ping district. The investment required was 
approximately $100,000. To get the project 
started, $25,000 was needed, and the balance 
could be borrowed by pledging the other 
stores. 


Despite Alvord’s substantial income of 
$60,000 a year, raising $25,000 in new capital 
meant liquidating some potentially profitable 
investments in other fields. 


Dissolution of the corporation and crea- 
tion of a fiscal-year partnership were sug- 
gested to Alvord as a partial solution. 


On July 1, 1950, the corporation was dis- 
solved, and a partnership was formed with 
a fiscal year ending January 31, 1951. 


Here are the tax results as far as Alvord 
is concerned :® 


1950 net income if corporation 
continued 
1950 net income if corporation 


dissolved and fiscal-year part- 
nership formed 


$60,000 


$40,000 * 


Income tax payable on March 
15, 1951, if corporation con- 
$25,076 ® 
Income tax payable on March 
15, 1951, if fiscal-year partner- 
ship formed 


Tax deferred 


1951 net income if corporation 
continued 


1951 net income if corporation 


dissolved and fiscal-year part- 
nership formed 


$43,333 ° 


Income tax payable on March 
15, 1952, if corporation con- 
tinued 


Income tax payable on March 
15, 1952, if fiscal-year-partner- 
ship formed 


$25,076 


Tax deferred 


7Corporation salary of $40,000 per annum 
terminated June 30 and was replaced by a 
partnership drawing account. 

81951 tax rates are used throughout the ex- 
ample. 

® Partnership profits for seven months, July 1, 
1950, to January 31, 1951, are the only partner- 
ship income includible in this return. Alvord’s 
share of the partnership profits is substantially 
identical to the amount of his salary as presi- 
dent. 
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Alvord, in effect, postponed indefinitely 
the payment of $21,643 in income taxes and 
temporarily solved the problem of additional 
capital. 


Example 3. Professional Partnership.— 
The professional partnership illustrates the 
application of the fiscal-year accounting pe- 
riod in its most effective form. 


Dr. Raymond operated a clinic specializ- 
ing in obstetrics. The clinic netted $80,000 
yearly. Dr. Raymond wisely decided he 
would live longer if he shifted part of the 
burden to a younger doctor. 


He offered a twenty-five per cent interest 
in the practice to Dr. Baldwin at a purchase 
price of $30,000. Dr. Baldwin, after medical 
school and internship, and after residencies 
and clinic work at a modest salary, had no 
capital from which to pay any part of the 
$30,000. However, he reasoned optimistically 
that twenty-five per cent of the $80,000 the 
clinic had been netting would give him $20,000 
yearly, from which he could pay Dr. Ray- 
mond $10,000 a year for three years and 
still have $10,000 left on which to live. Dr. 
Raymond and Dr. Baldwin executed a part- 
nership agreement on that basis effective 
January 1, 1950. 


About February 20, 1950, Dr. Baldwin 
filed his return for 1949, and his accountant 
brought up the question of a 1950 dec- 
laration of estimated tax. Dr. Baldwin dis- 
covered that the $10,000 he had been plan- 
ning to live on had suddenly shrunk to 
$5,468 *—still enough to cover ordinary liv- 
ing expenses but certainly not enough to 
buy a house and car, to raise a family and 
to do all the other things Dr. and Mrs. 
Baldwin had been looking forward to after 
the years of education and internship. 


The accountant suggested that the part- 
nership select a fiscal year ending February 
28. On that basis, Dr. Baldwin would re- 
port $3,333.33 income on his 1950 return and 
pay $360 tax.* Dr. Baldwin would succeed 
in postponing indefinitely $4,172 in taxes. 
In the case of Dr. and Mrs. Baldwin, $4,172 
meant the difference between living three 
more years in apartments or having the 
down payment for a new home. 


Now let us view the advisability of the 
fiscal-year partnership from Dr. Raymond’s 
standpoint. His yearly net income before 
taking in Dr. Baldwin as a partner was 

101951 tax rates are used in the example. 


1 Compared to $4,532 if a calendar-year part- 
nership had been formed. 
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$80,000. We can assume his income drops 
to $60,000 because of Dr.’ Baldwin’s partici- 
pation. 


In addition to the misfortune of being an 
obstetrician (no sleep), Dr. Raymond is a 
widower. His income tax liability on 


$60,000 is $33,120. 


By establishing a fiscal-year partnership 
ending February 28, 1950, Dr. Raymond 
would report net income of $10,000 on March 
15, 1951, and pay a tax of $2,096 or $31,024 
less than he would have paid had a calendar- 
year partnership been formed. 


Dr. Raymond could afford that new yacht 
and enjoy it for the next twenty years. His 
enjoyment would be doubled by his knowl- 
edge that he, in effect, purchased it with 
government money involuntarily loaned to 
Dr. Raymond for an indefinite period. 


Of course, when Dr. Raymond ceased to 
practice medicine, he would still owe a sub- 
stantial tax in the year following retirement. 
Whether knowledge of this future day of 
reckoning would offset Dr. Raymond’s 
pleasure in his yacht is in the realm of 
speculation. However, if Dr. Raymond was 
the conservative type, he could simply view 
the transaction as an interest-free method 
of financing his purchase and create a sink- 
ing fund to liquidate the eventual obligation. 


To illustrate the phenomenon of spreading 
the income of one year over two taxable 
years let us consider Dr. Raymond’s posi- 
tion on retirement from practice. First of 
all, he will retire between January 1 and Feb- 
ruary 28 of some year.” 


Assuming he withdraws from the firm 
January 1, 1960, here, graphically, is what 
he achieved: 


12 The tax consequences of retiring subsequent 
to the end of the partnership fiscal year and 
prior to the end of the partner’s individual tax- 
able year will be explained under the heading 
‘‘Dissolution of Partnership’’ following. 
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Income Reported on Tax Returns 
Calendar-Year Fiscal-Year 
Basis Basis 
$ 10,000 
60,000 
50,000 


$600,000 


Income Taxes Paid on Above Returns 


To summarize the above example, Dr. 
Raymond not only had the use for ten years 
of $31,024," but when he finally had to settle 
up, he paid $5,356 less than he would have 
had to pay under the calendar-year method. 

To exploit this tax advantage to its opti- 
mum, Dr. Raymond could have insisted on 
closing the first partnership fiscal year June 
30, 1950, giving this kind of pattern: 


Fiscal-Year Method 
Years Income Tax 
$ 30,000 $ 12,228 
1951 to and includ- 
ing 1959 ........ 60,000 33,120 


yearly yearly 
|.) ree | 12,228 


$600,000 $322,536 


This would result in a saving of $8,664 over 
the $331,200 total taxes that would have 
been paid under a calendar-year method. 
It should be noted that this long-term 
advantage is lost if the taxpayer, on with- 
drawal from the partnership, immediately 
engages in some other equally remuner- 
ative business for the balance of the year. 


Dissolution of Partnership 


The law™ provides that, among other 
things, death, insolvency or incapacity of a 
partner brings about a dissolution. 

Keeping in mind the provision of Section 
188: “. .. net income of the partner... shall 
be based upon the net income of the part- 
nership for any taxable year of the partner- 
ship . . . ending within or with the taxable 
year of the partner.” 


13 The difference between the two methods of 
reporting 1950 income. 

14 Section 31, Uniform Partnership Act, in 
effect in a majority of the states. 


Calendar Fiscal 
$ 2,096 
33,120 
25,668 


$325,844 


Does the “taxable year” of the partner- 
ship end with the dissolution of the part- 
nership or does the taxable year continue until 
the end of the regular partnership fiscal year? 

In our example of the prosperous obstetri- 
cians, what if Dr. Baldwin breaks his neck 
racing to the hospital at 3:00 a. m., Wed- 
nesday morning, October 31, 1951? 

The partnership is clearly dissolved. Un- 
der the fiscal-year partnership we recom- 
mended, both Dr. Raymond and Dr. Baldwin’s 
executor must report partnership income 
from March 1, 1950, to February 28, 1951, 
on the 1951 returns of the partners. The 
real question is: When must Dr. Raymond 
and Dr. Baldwin’s executor report partner- 
ship income from March 1, 1951, to the date 
of Baldwin’s untimely demise? 

If the “taxable year” ends in 1951, Dr. 
Raymond and the executor must report the 
partnership income for twenty months on 
the 1951 individual returns. Under our pro- 
gressive surtax provisions, the disadvantage 
is obvious without the aid of an example. 

Up to this point in our discussion, we 
have dealt with reasonably clear-cut rules 
of law and have been able to -verify our 
position by frequent references to the Code. 

Unfortunately, on this question of the 
“taxable year” of a dissolved partnership, 
several Code provisions and Regulations of 
the Bureau bear indirectly on the problem 
with infuriating generality and not with 
particularity. Therefore, we must seek an 
answer in the case law, well knowing that 
an apparently clear-cut statement of the rule 
in one case is readily distinguished in the next. 

Under the rule of the Guaranty Trust 
Company case,” the return of the deceased 


15 Guaranty Trust Company v. Commissioner, 
38-1 ustc § 9216, 303 U. S. 493, 58 S. Ct. 673; 
compare Mnookin, CCH Dec. 16,958, 12 TC 744 
(1949), nonacq. 1949-2 CB 4, aff'd 50-2 vustc 
{ 9431, 184 F. (2d) 89 (CA-8). 
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partner in the foregoing example, Dr. Bald- 
win, would include his distributive share of 
partnership income for the twenty months 
leading up to his death. In the Guaranty 
Trust case, the decedent was a calendar-year 
taxpayer and the partnership reported on a 
fiscal year ending July 31. The taxpayer 
died December 16, 1933. The Supreme Court 
held that the decedent’s final return must 
include his share of the partnership income 
for the fiscal year ending July 31, 1933, and 
his share of the income from August 1, 1933, 
to December 16, 1933. 


The Court pointed out that the partner- 
ship agreement and the New York Part- 
nership Act provided that decedent’s death 
dissolved the partnership, terminated his 
right to share in the profits and fixed the 
date as of which the surviving partners were 
bound to account for the profits. Since the 
partner is entitled to profits only upon a 
partnership accounting, his profits become 
subject to income tax when and as they are 
ascertained.” 


In the above-cited case, there were two 
partnership accountings within the decedent’s 
taxable year and the Court arrived at the 
logical conclusion. 


Although the question was not before the 
Court, the identical analysis would have 
been applicable to the returns of the sur- 
viving partners. 


The law governing the return of the sur- 
viving partner in the foregoing example, Dr. 
Raymond, insofar as our particular problem 
is concerned, became increasingly confused 
with the case of Walsh," which involved in- 
dividuals reporting on the calendar-year 
basis who were members of a partnership 
that reported on the basis of a fiscal year 
ending May 31. The partnership was dis- 
solved by the death of a partner July 7, 
1939. The survivors reported on their indi- 
vidual returns for 1939 only the partnership 
income for the fiscal year ending May 31, 
1939. The Commissioner included the shares 
of the partnership income for the period 
June 1 to July 7, 1939, in their 1939 income. 


The Tax Court gave judgment for the 
taxpayer, holding that the taxable year of 
the partnership, insofar as the surviving 


16 Code Section 188. 

%7™CCH Dec. 15,237, 7 TC 205 (1946), acq. 
1946-2 CB 5. 

18 Section 30, Uniform Partnership Act. 

19In the Walsh case, the surviving partners 
did not distribute the assets until after January 
1, 1940. 

2° Tooke, CCH Dec. 5461, 17 BTA 690 (1929); 
Reynolds, CCH Dec. 5460, 17 BTA 693 (1929). 

211 ustc { 87, 295 F. 89 (CCA-2, 1923). 
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partners were concerned, was not affected 
by the death of the partner or the technical 
dissolution of the firm. Although dissolved, 
the partnership was not terminated.” It was 
necessary for the surviving partners to wind 
up the business and distribute the assets.” 


The taxable year of the partnership was 
held to have continued until its normal clos- 
ing date, May 31, 1940. 


The respondent naturally relied on the 
Guaranty Trust case which, on the surface, 
appeared to be clearly in point. 


Judge Black quickly disposed of the con- 
tention with the following remarks: 


“ |. . the respondent’s contention herein, 
as far as [the decedent’s] tax liability would 
be concerned, would be in accord with the 
holding of the Supreme Court in the Guar- 
anty Trust Co. case. . . . Because of the ne- 
cessity of the situation, there are special 
rules for determining the income in respect 
of decedents that do not apply to living 
taxpayers.” 


The court then turned to two older 
cases” which it felt were controlling. In 
those cases, two related partnerships with 
fiscal years ending March 31 dissolved Sep- 
tember 30 to form a corporation. The Board 
of Tax Appeals had therein held that the 
accounting period of the partnership con- 
tinued to the following March 31 despite 
the dissolution and termination of the part- 
nership. In so holding, the Board relied on 
Bankers. Trust Company v. Bowers™ which, 
in turn, held that under the Revenue Act of 
1921, returns for less than twelve months 
made by an executor for a decedent who_ 
died during the year and for his estate were 
returns for the full calendar year. 


It would appear that the court built a 
house of cards, because the Revenue Act of 
1924 added the following provision: 


“The term ‘taxable year’ includes, in the 
case of a return made for a fractional part 
of a year ..., the period for which such 
return was made.” * 


Prior to the above enactment, a fractional 
part of a year was not a taxable year.” This 
rule was changed by the enactment of the 
above provision.” 


22 Substantially the same as Code Section 
48(a). 

23 Bankers Trust Company v. Bowers, foot- 
note 21; Tooke and Reynolds, footnote 20. 

% Royal Highlanders, CCH Dec. 12,898, 1 TC 
184 (1942), rev'd, on other grounds, 43-2 ustc 
{ 9612, 138 F. (2d) 240 (CCA-8); General Aniline 
é& Film Corporation, CCH Dec. 14,022, 3 TC 
1070 (1944). 
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It would thus appear that the Walsh case 
was a monument to petitioner’s persuasive- 
ness. Its reliability as a precedent is ques- 
tionable. 

In the case of Jacobs* decided a few 
months later, the court began to repair the 
damage. The taxpayer was a member of a 
partnership operating on a fiscal year end- 
ing March 31. The partnership dissolved 
May 31, 1941. 

The Tax Court ruled that the income for 
the period April 1 to May 31, 1941, must be 
included on the 1941 individual returns of 
the partners in addition to the income for 
the fiscal year ending March 31, 1941.” 


The court gallantly distinguished the Walsh 
case, pointing out that the determining factor 
in that proceeding was the fact that the 
partnership business was not terminated al- 
though the partnership was dissolved. 


The court went on to say: 


“|. . the partnership involved herein was 
not only dissolved, but it was also liquidated 
and its business terminated within the calen- 
dar year 1941.”" (Italics supplied.) 


The court concluded that the dissolution, 
termination and liquidation of the partner- 
ship in 1941 “is, in our opinion, an unusual 
instance requiring the computation of the 
net income for the period beginning April 1, 
and ending May 31, 1941. Such fractional 
period is a taxable year within the meaning 
of Section 48(a).” * 


Having distinguished the Walsh case, su- 
perficially, by accenting the words “termina- 
tion” and “liquidation” as being more potent 
than mere “dissolution,” the court proceeded 
to emasculate the Walsh decision by an anal- 
ysis of the older cases on which it was based. 
This analysis revealed the quicksand foun- 
dation of the latter case as previously dis- 
cussed in this article. 


The following year, the case of Karsch™ 
was decided. The taxpayer was a member of 
a partnership with a fiscal year ending Jan- 
ary 31. On July 31, 1943, the taxpayer sold 
his partnership interest. The court held that 
the petitioner’s distributive share of part- 
nership income for the period February 1 


25 CCH Dec. 15,533, 7 TC 1481 (1946). 

2° The income for fourteen months must be 
included on the taxpayer’s 1941 return. 

7 The taxpayer offered no evidence that the 
partnership had continued for winding-up pur- 
poses. The court presumed that there was a 
liquidation and termination. 

28 Code Section 48(a): ‘‘ ‘Taxable year’ means, 
in the case of a return made for a fractional 
part of a year under the provisions of this 
chapter or under regulations prescribed by 
the Commissioner with the approval of the Sec- 
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to July 31, 1943, was taxable to the peti- 
tioner on his 1943 return.” 


Again, the court distinguishes the Walsh 
case: “But here [in the Karsch case] the old 
partnership was not only dissolved, but it 
was liquidated and terminated as of the 
date of petitioner’s withdrawal. The busi- 
ness was continued, but not, even for pur- 
poses of liquidation, by the old partnership. 
As far as petitioner was concerned, the ven- 
ture was terminated and he so regarded it. 
The few remaining details, which affected 
only the total selling price and not the earn- 
ings and profits already secured were to be 
handled by the continuing partners, not as 
members of the old firm, but as the pur- 
chasers and new proprietors of the old 
assets.” * 


It should be noted that the facts of this 
case are substantially identical with those of 
the Tooke and Reynolds cases ™ in which two 
partnerships were dissolved and a corpora- 
tion formed to carry on the identical busi- 
ness. The court again pointed out that the 
aforementioned cases were decided under an 
earlier and different revenue law. 


At this point in our discussion it would 
appear that the tax disadvantage we have 
been discussing is inescapable. The Walsh 
case has not been expressly overruled, but, 
at the best, it covers only a situation that 
can be brought within its precise facts, namely, 
a dissolution in which for some reason an 
accounting must be deferred to a later date. 


However, a recent case demonstrates an 
effective solution to this problem. In Mnookin,® 
the decedent was a member of a partnership 
with a fiscal year ending May 31. Decedent 
and his partners amended their partnership 
agreement to read: 


“If either partner shall die during the 
existence of the partnership, neither the 
partnership nor the interest therein of 
the deceased partner shall terminate, but shall 
continue subject to the terms and conditions 
hereinafter set forth. ...” 


Mnookin died December 1, 1943. The sur- 
viving partner continued to operate the 
partnership, closing the books May 31, 1944, 


retary, 
made.”’ 

2? CCH Dec. 15,866, 8 TC 1327 (1947). 

30 The income for eighteen months is included 
in the return. 

31 From this last sentence it may be readily 
inferred that taxpayer’s counsel offered evidence 
that a winding-up process continued in order to 
determine the sale price of Karsch’s interest. 

2 Footnote 20. 

%3 Footnote 15. 


the period for which such return is 
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and filing a partnership return showing the 
distribution of income to himself and the 
Mnookin estate for the entire fiscal year. 


The Commissioner insisted that income 
for the period June 1 to December 1, 1943, 
must be included on the decedent’s return 
and cited the Guaranty Trust case™ as au- 
thority. 


The Tax Court observed: 


“While the general rule is that the death 
of a partner dissolves a partnership and 
fixes the date as of which the surviving 
partners are required to account for the 
profits (Guaranty Trust Co. of New York v. 
Commissioner, 303 U. S. 493), it has been 
held that the taxable year of a partnership, 
as far as the surviving partners are con- 
cerned, is not affected by the death of a 
partner where a partnership continues until 
the winding up of the partnership affairs is 
completed. Heiner v. Mellon, 304 U. S. 271; 
Mary D. Walsh,7 TC 205....” 


The court then held as follows: 


“Moreover, consistency would seem to re- 
quire that, if upon the death of a partner a 
partnership year does not end for surviving 
partners, where the only purpose of contin- 
uance is to wind up the affairs of the part- 
nership, it should not end for the deceased 
partner where the partnership agreement 
provides, as it does in this proceeding, that 
the firm itself and the interest of a deceased 
partner shall continue after his death. Fol- 
lowing Henderson’s Estate v. Commissioner 
. . . [46-1 ustc $9258, 155 F. (2d) 310 
(CCA-5)],® we hold that the tax year of the 
partnership did not end with the death of 
the decedent, and there was no partnership 
gain to be included in the return of decedent 
for the period from June 1 to December 1, 
1943.” * 


Atthough the above case involved only 
the return of the deceased partner, the court 


34 Footnote 15. 

33In that case, the circuit court overruled the 
Tax Court on similar facts with the words: 
‘‘while the continuance of a firm after the death 
of a partner is a legal fiction, a Federal Court 
should not look askance at legal fictions under 
the state laws. ...’’ 

% Accord: Girard Trust Company v. U. §&., 
50-1 ustc { 9342, 182 F. (2d) 924 (CA-3). 

31 Swift & Company v. U. S8., 2 ustc { 481, 
69 Ct. Cls. 171, 38 F. (2d) 365 (1930). Calendar- 
year basis held proper where a corporation had 
accounting periods of four or five weeks each 
and its annual period did not end on the last 
day of any month except by accident. 

33 “Tf the taxpayer’s annual accounting period 
is other than a fiscal year (as defined in Section 
48), or if the taxpayer has no annual account- 
ing period, or does not keep books, the net 
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squarely committed itself to accord the same 
favorable treatment to the return of the 
surviving partner. 


It would thus appear that the disadvantage 
of an untimely dissolution can be avoided 
with some degree of certainty if the partners 
are willing to provide for the continuance of 
a decedent partner’s interest in the profits 
to the close of the fiscal year. 


Increase in Tax Rates 


Obviously, if individual tax rates are 
higher at the time of dissolution of the 
partnership than at the time of its formation, 
the tax advantages outlined earlier in this 
article will be offset to a limited extent. 
This follows as an inescapable result of 
deferring taxation of income. 


Establishing Fiscal-Year Partnership 


Up to this point, this article has dealt 
with the advantages and disadvantages of 
the fiscal-year partnership. The rest of the 
article deals briefly with the procedure, per- 
tinent Regulations and Code provisions ap- 
plicable to the establishment of fiscal-year 
partnerships. 


A “fiscal year” is defined in Section 48 as 
follows: “ ‘Fiscal year’ means an accounting 
period of twelve months ending the last day” 
of any month other than December.” 


This provision has been literally inter- 
preted. The unwary are scooped up in the 
net formed by the last clause of Section 41.¥ 


The caveat of the above paragraph is: 
Make certain that your client ends his fiscal 
year on the last day of a month, keeps a 
set of books and closes his books at the end 
of the fiscal year. 


The newly established partnership is free 
to select its accounting period in the same 
manner as though it were an individual.” 


income shall be computed on the basis of the 
calendar year.”’ : 

® Code Section 183(a): “General Rule. The 
net income of the partnership shall be computed 
in the same manner and on the same basis as 
in the case of an individual... .’’ 

Regulations 111, Section 29.187-1: ‘“‘Partner- 
ship Returns. . If the partnership makes 
any change in its accounting period, it shall 
make its return in accordance with the provi- 
sions of section 47, except that the return shall 
not be placed on an annual basis under section 
47(c)."’ .(Italics supplied.) 

Arguably, Section 183(a) does not require 
that a partnership obtain the approval of the 
Commissioner to a proposed change in account- 
ing period; but see Hash, CCH Dec. 14,422, 4 TC 
878 (1945), aff'd 46-1 ustc 7 9134, 152 F. (2d) 
722 (CCA-4, 1945). 
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Whether the enterprise is entirely new or 
is formed from an existing operation is im- 
material as long as a bona fide new part- 
nership is formed. 


Members of an existing calendar-year 
partnership wishing to postpone payment of 
taxes on their share of the partnership in- 
come face difficulty. 


Permission of the Commissioner is a 
prerequisite to recognition of the new ac- 
counting period.” 


The request for permission must be sub- 
mitted at least sixty days prior to the close 
of the fractional part of the year for which 
a return would be required to effect the 
change.” 


The Commissioner’s policy is to permit 
change “only for sound business reasons, 
following an accomplished change in the 
accounting period. ... In the ordinary case, 
change for the purpose of modifying the 
tax should be discouraged.” @ 


The conclusion, insofar as an existing 
calendar-year partnership is concerned, is 
either to find a “sound business reason” for 
requesting a change in accounting period or 
to dissolve the partnership at the first legiti- 
mate excuse “ and form a new partnership 
with a fiscal year. 


The fiscal year has substantial advantages 
for a partnership: 


(1) Deferment of payment of income tax. 


(2) Over-all net reduction in amount of 
taxes paid on a given amount of profit by 
spreading the income over an additional 
year. 

In the event of an untimely dissolution, 
the tax advantages may be wiped out. Pro- 
tection against this contingency can be pro- 
vided by deferring termination and liquidation 
of the partnership past the end of the part- 
ner’s taxable year. [The End] 


HOW STANDARD IS THE STANDARD DEDUCTION ON 


SHORT-FORM 1040?—Continued from page 370 





Example 8 


The computation of the standard deduc- 
tion for an adjusted gross income of $3,000, 
the lowest deduction allowed and expressed 


Adjusted gross income................. 
Net income based on mid-point (see Example 7) 


Standard deduction based on mid-point. . 
Decrease of standard deduction based on mid-point: .48~+ (.22—[.22 x .09]) 


Standard deduction (9.17%) 


In the computation of the tax liability as 
shown in the short-form tax table, the mini- 
mum standard deduction, expressed as a per- 
centage of the adjusted gross income, is 9.17 
per cent (see Example 8). The maximum 
deduction is 11.82 per cent, the percentage 
of deduction allowed on income of $699.99 
falling in the second bracket of $675 to 
$699.99, the deduction being $82.74. 


Summary 


The standard deduction implicit in Short- 
form 1040 should be known in order to 


#® Code Section 46: “If a taxpayer changes his 
accounting period from fiscal year to calendar 
year, from calendar year to fiscal year, or 
from one fiscal year to another, the net income 
shall, with the approval of the Commissioner, 
be computed on the basis of such new account- 
ing period.”’ 
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as a percentage of -the adjusted gross in- 
come, is as follows: 


$3,000.00 
2,722.50 


$ 277.50 
2.39 


$ 275.11 


determine whether or not the itemizing of 
allowable deductions on Long-form 1040 will 
produce a lower tax. As a rule, the deduc- 
tion implicit in Short-form 1040 exceeds ten 
per cent of adjusted gross incomes falling 
in the upper half of each income bracket 
shown in the short-form tax table. A lower 
tax will result by itemizing deductions on 
Long-form 1040 for adjusted gross income 
falling below the mid-point of each income 
bracket shown in the short-form tax table. 


[The End] 


“| Regulations 111, Section 29.46-1. 

421 CB 63. 

48 Addition or withdrawal of a partner, or 
other grounds for voluntary dissolution (Sec- 
tions 31-32, Uniform Partnership Act). 
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Sales 


of Rental Property 
and Section 117 (j) 


By THOMAS M. STAPLETON, Jr. 


FROM CATTLE TO SLOT MACHINES, RENTAL PROPERTY 
CAN QUALIFY FOR SPECIAL TAX TREATMENT, SAYS 
THE AUTHOR, A NEW YORK CITY ATTORNEY AND CPA 


pasha 117 (j), enacted as part of 
the Revenue Act of 1942, is a relief 
measure which allows taxpayers to treat 
depreciable property used in a trade or 
business as a capital asset subject to long- 
term capital gains rates if total gains from 
sales of such property held over six months 
exceed total losses. When the reverse is 
true and total losses exceed total gains, 
ordinary-loss treatment is permitted. Sec- 
tion 117 (a)(1) defines depreciable property 
used in a trade or business as a noncapital 
asset by exclusion from the capital-asset 
category. 


After the enactment of Section 117 (j), 
the Commissioner adopted his usual attitude 
toward all but the most obvious claims 
under relief measures, namely, the way to 
the promised land is through the eye of a 
needle. Special treatment under this sub- 
section was allowed when furniture, fix- 
tures, production machinery, delivery trucks 
or similar items were the “depreciable 
property used in the trade or business.” 
However, when income-producing prop- 
erty was in question and the taxpayer 
carried similar items in inventory for sales 
to customers in ordinary operations, the 
Commissioner balked. His theory seemed 
to be that when income-producing prop- 
erty was removed from rental or similar 
use and offered for sale, it became a part 
of inventory. Sales of inventory can only 
result in ordinary income. 


Disgruntled taxpayers turned to the courts, 
and the government suffered a series of 
defeats as judicial interpretation clarified 
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the scope of the subsection. Cattlemen 
were allowed capital-gains treatment on 
sales of cattle held for breeding purposes. 
(Albright v. U. S., 49-1 ustc 99215, 173 
F. (2d) 339 (CA-8); Fawn Lake Ranch 
Company, CCH Dec. 17,061, 12 TC 1139 
(1949).) Realty dealers qualified on sales 
of real property held primarily for the 
production of rental income. (Farry, CCH 
Dec. 17,079, 13 TC 8 (1949).) 


The most recent arrivals to the promised 
land are dealers in personal property who, 
in addition to their sales activities, rented 
items similar to those held in inventory for 
sale to customers. Their status under Sec- 
tion 117 (j) is of particular interest now as 
increasing defense production and materials 
allocations curb the output of consumer 
goods. It is expected that many dealers 
carrying such items as construction equip- 
ment, specialized machinery and even larger 
appliances will gradually turn to rentals 
as a partial substitute for sales as the 
inventory pinch progresses. Rental prop- 
erty produces steady income whereas empty 
showrooms and store space presage deficits 
and liquidations. An example of the antici- 
pated trend is the recent appearance of 
advertisements in New York City offering 
television sets for rental. A rise in the 
rental of personal property would repeat 
a similar trend of the last world war. 


Tests for Capital-Gains Treatment 


Under Section 117 (j) of the Internal 
Revenue Code, capital-gains treatment is 
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afforded depreciable property used in the 
trade or business of the taxpayer if the 
following conditions are satisfied: 

(1) It has been held for a period of more 
than six months. 


(2) It is of a character subject to the 
allowance for depreciation provided by 
Section 23 (1). 


(3) It is not of a kind properly includible 
in the inventory of the taxpayer if on hand 
at the close of the taxable year. 

(4) It is not held primarily for sale to 
customers in the ordinary course of the 
trade or business. 


The businessman who sells and rents the 
same type of property and hopes to secure 
long-term capital-gains treatment of profits 
derived from the sale of his rental property 
must satisfy the above tests. 


Satisfaction of the “over six months” re- 
quirement requires no discussion as it 
involves only the passage of time. Under 
Section 23 (1), property held for the pro- 
duction of income is designated as “of a 
character subject to the allowance of depre- 
ciation” and rental property qualifies. There- 
fore, consideration is directed to the third 
and fourth tests. 


Before recent decisions to be discussed 
below, the fourth test represented the principal 
stumbling block to the dealer-renter, As 
previously indicated, the Commissioner be- 
lieved that there was no significant differ- 
ence between the sale of X property taken 
from inventory and the sale of the same 
type of X property previously used for the 
production of rental income and that when 
the sales stage was reached both were 
“property held primarily for sale to cus- 
tomers in the ordinary course of the trade 
or business.” This reasoning was repudiated 
when applied to real property in the 
Farry case. 


Farry Case 


The taxpayer in this case was in the 
insurance and real estate business. He 
constructed residences on subdivisions which 
he developed and, during the taxable years 
under review, he sold some of these prop- 


erties at a profit. During several of the 
preceding years, he had also acquired other 
residential properties, not located in the 
subdivisions, and these were held for the 
production of rental income. Some of these 
rental properties were also sold at a profit 
in the tax years under review. Using the 
reasoning previously discussed, the Com- 
missioner argued that both types of sales 
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were of “property held primarily for sale 
to customers.” The taxpayer replied that 
the rental property had been held primarily 
for rental purposes and that the profits 
from the sale of such items came within 
the scope of Section 117 (j). 


The Tax Court resolved the question 
with: “However, it seems to us that the 
petitioner has proved by overwhelming 
evidence that he purchased and held these 
rental properties primarily for rental pur- 
poses. The fact that in the taxable years 
he received satisfactory offers for some of 
them and sold them does not establish that 
he was holding some of them ‘primarily for 
sale to customers in the ordinary course 
of his trade or business’, The evidence 
shows that he was holding them for invest- 
ment purposes and not for sale as a dealer 
in real estate.” The court then allowed 
capital-gains treatment of the profits from 
the disputed sales. The Commissioner has 
acquiesced in this decision. 


Benetti Case 


The principle applied above to rented 
realty was extended to rented personal 
property in A. Benetti Novelty Company, 
Inc. (CCH Dec. 17,402, 13 TC 1072 (1950)). 
The principal source of income of this tax- 
payer was from the rental of slot or coin 
machines and phonographs and the sale 
of bar supplies and equipnient. Rental ma- 
chines were depreciated, and the taxpayer 
maintained on its records information with 
respect to the date of acquisition of each 
item, cost, depreciation taken and selling 
price. During the taxable years under 
review (1943-1945), it also engaged in the 
sale of used coin or slot machines to the 
Army and the Navy. These items were in 
short supply because of the wartime ces- 
sation of production, and the taxpayer 
secured its inventory for sales to the mili- 
tary by the purchase of used machines 
which were then reconditioned. During 
this period, the company deemed it ad- 
vantageous to retain and use in its rental 
business the newest and most attractive 
machines purchased and to sell to the ser- 
vice clubs the oldest machines previously 
used in its rental operations. The sales of 
such rental machines held for over six 
months were reported as capital gains. The 
Commissioner, in determining deficiencies 
for the years in question, held that the 
taxpayer was a dealer in the business of 
selling slot machines and phonographs and 
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that the gains realized from the sale of all 
such machines were ordinary income. The 
petitioner, as in the Farry case, answered 
that the disputed sales were of machines 
held primarily for rental and not for sale. 

The Tax Court cited the Farry case and 
said: “It thus seems that the gains in issue 
were derived from sales of machines that 
were originally purchased and held for 
rental purposes only. As indicated in the 
Farry case, supra, the purpose for which the 
property is held is the controlling factor. 
And since here the machines at the time 
of sale were held primarily for rental, the 
receipts in question are taxable in accord- 


ance with Section 117 as the petitioner 
contends.” 


Browning Case 


The latest case in support of the propo- 
sition that profits from the sale of property 
previously devoted to the production of 
rental income can be treated as capital gains 
is Browning et al. (CCH Dec. 17,983(M), 
9 TCM 1061 (1950)). M. M. Dawson and 
Knox A. Browning were equal partners in 
F. C, Crane and Company which both sold 
and rented heavy machinery and equipment 
consisting of bulldozers, cranes, graders, 
pneumatic tools and other equipment used 
by contractors. The partnership held the 
rental items primarily for rental purposes 
because it considered it more profitable to 
rent than to sell. Also, in the years under 
review (1944-1945), it was difficult to re- 
place any equipment sold. 


The taxpayer depreciated the rental equip- 
ment and maintained, for each item, sepa- 
rate ledger sheets which showed the date 
acquired, cost, to whom rented, rentals re- 
ceived, depreciation, date sold and sales 
price. From 1941 through 1945, the partner- 
ship claimed and was allowed depreciation 
on the economic life of the equipment at 
accelerated rates. On its balance sheet, the 
company lumped rental machines and its 
sales inventory under the caption, “Equip- 
ment held for resale and/or rental.” The 
Commissioner claimed that this classifica- 
tion on the financial statements of the com- 
pany indicated that the partnership did not 
segregate the rental equipment from mer- 
chandise in its inventory held for sale to cus- 
tomers in the ordinary course of the business. 

In holding for the taxpayers, the Tax 
Court said: “The fact that these 56 pieces 
of equipment were eventually sold after 
much service does not militate against our 
conclusion that they were held primarily 
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for rental purposes. Nor does the fact that 
the partnership was also in the business of 
selling such equipment and that its gross 
sales exceeded its rental income during the 
years here involved. . . . The designation 
of an inventory of ‘Equipment held for 
resale and/or rental’ was perhaps unfor- 
tunate in view of petitioner’s assertion that 
its rental equipment was not held primarily 
for sale but for rent. But that designation 
appears only on the balance sheets, not 
elsewhere in the books. [The court then 
explained the segregation on the books 
discussed above.] . . . Finally the test of 
whether property used in the trade or 
business does or does not come within the 
coverage of section 117 (j) is, under that 
section, not whether or not the property 
is included in inventory by the taxpayer, 
but whether or not it is ‘properly includible’ 
in inventory. It is our holding that the 
equipment herein at issue was not properly 
so includible. . . .” The court then allowed 
capital-gains treatment of the rental ma- 
chines that had been sold in the years reviewed. 


The three cases discussed above indicate 
in a general way how a businessman, rent- 
ing and selling the same type of property, 
can satisfy the remaining two requirements 
of Section 117 (j) under consideration, 
that is, by showing that rental property 
sold is not of a kind properly includible in 
his inventory if on hand at the close of the 
taxable year and by establishing that it was 
not held primarily for sale to customers in 
the ordinary course of his trade or business. 
Both tests can be passed if he can prove the 
items were held primarily for rental and 
not for sale. Once that point is sustained, 
the property would not be includible in 
inventory nor held primarily for sale. Both 
the Benetti and Browning cases show that 
the intention of the taxpayer in the use 
of his property is a controlling factor in the 
determination of the nature of the profits 
derived from sales of such property. A 
second point indicated by these cases ts 
that there must be trustworthy evidence of 
this intention, such as adequate depreciation 
and rental records. If the proof of inten- 
tion leaves room for doubt, the Commis- 
sioner will polish the eye of his needle. 


Rubino Case 


On this matter of intent and evidence, 
it might be well to note Rubino (CCH Dec. 
17,422(M), 8 TCM 1095 (1949), aff’d 51-1 
ustc $9124, January 2, 1951 (CA-9)). The 
taxpayer both rented and sold real property. 
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A controlling bit of evidence that lost the 
capital-gains treatment of rental property 
was the fact that the rented realty was 
occupied on a month-to-month basis under 
oral agreements, The Tax Court in refer- 
ring to this said: “Certainly this fact is 
strong evidence that he wished to keep his 
property easily available for sale, or, in 
other words, he was holding it primarily 
for sale.” 


Volume of Sales 


The Benetti and Browning cases involved 
a limited number of sales. In the Browning 
case, fifty-six items of rental equipment 
were sold over a two-year period, and in 
the Benetti case, approximately 150 items 
were sold in three years. The volume of 
sales of rental property should not, in itself, 
vitiate the principle contained in the dis- 
cussed cases, but it is conceivable that a 
rapid (assets held just over six months) and 
large turnover of rental property might 
convince a court that the primary purpose 
of holding such property was not the pro- 


duction of income, It cannot be emphasized: 


too strongly that the taxpayer must not 
only have the proper intent but must also 
be able to gather sufficient proof clearly to 
support such intent. 





Effect of Excess Profits Tax Act 


Before the enactment of the Excess Profits 
Tax Act, the potential tax savings for 
qualifying taxpayers was the difference be- 
tween capital-gains rates of twenty-five per 
cent and normal and surtax rates. Section 
433 (a) (1) (C) of the new act excludes 
gains and losses from sales or exchanges of 
capital assets from the excess profits tax 
net income of the tax year. It seems 
probable that this exclusion includes gains 
under Section 117 (j). Support for this 
conclusion is found in the Conference Re- 
port (page 12). The only cloud on this 
assumption is that Section 433 (b) (2), 
covering the computation of the base-period 
income credit, specifically excludes “gains 
and losses from sales or exchanges of 
capital assets and gains and losses to which 
section 117 (j) is applicable.’ This may be 
more material for the eye of the Com- 
missioner’s needle. a 


However, whether or not the excess 
profits tax rate is added to possible savings 
for dealer-renters under Section 117 (j), 
the potential benefits are still substantial 
enough in this period of inflating values to 
induce taxpayers in whose breasts hope 
springs eternal to sit up, take notice and 
look to their records. [The End] 


THE COURT HOLDING COMPANY SITUATION AND SECTION 45— 
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are not evicted and business suspended -be- 
cause of the sale of the assets from one 
owner to a new owner. The proof required 
under this theory is “that the partnership 
was real for all purposes, and that it has 
at all times functioned as an entirely sepa- 
rate economic entity” (Buffalo Meter Com- 
pany case, above). The theory than an officer 
and director is assumed to be acting in his 
official business capacity does not obliterate 
the paradox of attempting to merge the ac- 
tuality of the individual into the fiction of 
the corporation. Perhaps people have be- 
come confused into a Rasmusson v. Eddy’s 
Steam Bakery situation and attempt by hind- 
sight to pick the most advantageous form of 
doing business. (See Jones v. Grinnell, 50-1 
ustc J 9193, 179 F. (2d) 873 (CA-10). 


The proof of a real dissolution carries the 
implication of an executed contract to sell 
the assets upon receipt by the stockholder, 
as opposed to an executed sales contract, if 
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negotiations were begun before dissolution. 
(See Section 1, Uniform Sales Act; Amos 
L. Beaty & Company, CCH Dec. 17,448, 14 
TC 52, 64 (1950).) A list of the formalisms 
recited in a Section 45 case will be of ma- 
terial assistance. It should also be noticed 
that business purposes and reasoning, while 
not required, are satisfying support to an 
otherwise weak opinion. 


Certainly we have had no difficulty in either 
the partial- or the total-dissolution situation 
with the rule that assets must pass between 
the principals involved at “fair market value.” 
(Compare the Gilman case with the Asiatic 
Petroleum case.) The time for such tax-sav- 
ing crudities has supposedly long passed. 
(See also “Transactions Between Related 
Corporations” by Paul Edgar Swartz, TAxEs 
—The Tax Magazine, October, 1948, p. 941.) 
Let us not muff a Court Holding Company 
Situation for the mere lack of appropriate 
evidence of dissolution. {The End] 
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Tax Exemptions 





to Encourage Industry 


By SEWARD B. SNELL 


TAX EXEMPTIONS DATE BACK TO SEVENTEENTH CENTURY NEW 
ENGLAND, BUT PERHAPS THEY COST MORE THAN THEY ARE 
WORTH, SUGGESTS THIS WINDSOR, CONNECTICUT ATTORNEY 


AX ADJUSTMENTS, or exemptions 

as they are commonly called, designed 
to attract or stimulate industry are not par- 
ticularly new despite the publicity given 
them by southern states in the past ten to 
twenty years. The first exemptions granted 
in the United States on the basis of local 
encouragement were granted in New Eng- 
land as far back as the seventeenth century 
when iron manufacture was promoted in the 
Colony of Massachusetts by the grant of 
immunity from local taxation. 


In Connecticut today there are many ex- 
emptions with the specific intent of encour- 
aging special lines of endeavor or promoting 
interests considered beneficial to the state. 


Currently the statutes of Connecticut pro- 
vide total exemptions for property held by 
private trustees for public purposes; prop- 
erty of volunteer fire companies; property 
used for scientific, educational, literary, his- 
torical or charitable purposes; property be- 
longing to agricultural or horticultural societies; 
property held for cemetery use; property of 
religious organizations where devoted to a 
religious or charitable use; property of vet- 
erans’ organizations. Partial exemptions are 
granted in favor of: public libraries, musical 
instruments; mechanic’s tools; farming tools; 
sheep, goats, swine and poultry. Certain 
other exemptions are granted in recognition 
of service to the state or physical impairment. 


Specific authority for exemptions by mu- 
nicipalities is found in Section 1792 of the 
General Statutes, 1949 Revision, which reads 
as follows: 
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“Sec. 1792. Valuation of property exempted 
by special act or town vote. All property 
exempted from taxation under the provi- 


sions of any special act, or by town vote, 


shall be valued annually by the assessors of 
the town in which such property is located 
in the same manner as other property, and 
such valuations shall be added by the as- 
sessors to the abstract book.” 


Within the interpretation of the statute, 
the term “special act” is generally accepted 
to mean a special act of the legislature. The 
term “town vote” has been interpreted as 
meaning a vote of the townspeople at either 
a general election or at a town meeting, 
rather than the vote of the board of select- 
men, town council, court of common coun- 
cil, or other governing body. 

By means of this statute Connecticut 
towns have voted to exempt real and per- 
sonal property for varying terms of years 
and reasons. 

Tax exemption for industrial encourage- 
ment is basically a device of local commer- 
cial policy. It is largely what the municipality 
cares to make it, limited of course by con- 
stitutional and statutory restrictions. It must 
be justified ultimately by economic gain to 
the town or the presumption is against it. 
A tax exemption is in a sense a form of 
subsidy, and it is granted to one industry 
at the expense of other taxpayers. Locally, 
property taxes are a legitimate cost of busi- 
ness. The town granting an exemption to 
industry offers to subsidize at least one le- | 
gitimate cost of business. In some cases it 
obviates a cost, offering a free ride to indus- 








try that cannot afford to pay the legitimate 
costs of operation and such business is nat- 
urally undesirable. This class of industry is 
unstable, usually remaining long enough to 
reap the full advantage of the exemption, 
then leaving without making any return to 
the municipality. 

The exemption of particular properties or 
classes of properties from taxation restricts 
the tax base and consequently increases the 
tax burden borne by other property owners 
or by payers of taxes other than the prop- 
erty tax. Unless it can be shown that the 
taxation of any particular class of property 
is not feasible, the interests of equality are 
frequently best served by denying its ex- 
emption. Exemption always means a shift- 
ing of the tax base from one group to another, 
and consideration should be given to the 
latter as well as to the former. 


Standards for Exemption 


Tax theorists have suggested that a valid 
case for exemption should meet all three of 
the following criteria: 


First, property seeking exemption should 
be used in rendering a service affected with 
a bona fide public interest. This service 
should either supplement the same service 
rendered by the municipality, as in providing 
schools and other educational services, or 
should be a service in which the locality does 
not directly engage, but nevertheless has a 
genuine interest. 


Second, the service deserving such a sub- 
sidy must be capable of being fostered ade- 
quately on a purely commercial basis. This 
means that the exemptee must not be in 
need of additional assistance in the form of 
grants-in-aid, free supplies, etc. 

Third, the tax exemption method of sub- 
sidizing these services should not be used 
unless it can be done without serious dis- 
proportion between the benefit and the cost 
to the municipality concerned. No’ local 
taxing district should be required to absorb 
the loss of revenue in exempting property 
whose use does not confer a reasonable 
local benefit. 


Objections 


Industrial exemptions have frequently failed 
to meet these standards. They have been 
particularly lacking with respect to the third 
criterion and because of this no form of tax 
concession has received as much criticism 
from students of taxation as have industrial 
exemptions. Typical expressions are: “Tax 
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exemption as the price of securing new in- 
dustry in any given locality is in conflict 
with all accepted principles of taxation.” 
“From the social and general point of view,” 
says Harold M. Groves, “it can be categor- 
ically stated that tax concessions and other 
special inducements extended to industry by 
specific municipalities and states are very 
undesirable.” 

The reasons for such strong objections are 
numerous. Exemptions to particular prop- 
erty owners are demoralizing to those who 
continue to pay taxes. Tax exemption means 
a subsidy paid by the entire community and 
it is doubtful if all taxpayers have a propor- 
tionate stake in the benefits. By and large 
it would seem that natural rather than arti- 
ficial advantages are the final determinants 
in locating industries. 


It is felt by many students of the prob- 
lem of industrial exemptions that the influ- 
ence exerted by tax legislation attractive to 
business is negligible. In a number of 
studies on the subject reviewed by this writer 
taxes were ranked from second to twelfth 
place as influencing location. At a recent 
meeting of the American Economic Asso- 
ciation a group of prominent college profes- 
sors placed the tax factor in sixth place. 
Sometimes the nature of the industry limits 
the location of the facility. 


Over the long run it appears that the 
promise of tax exemption for a period of 
years will induce a manufacturer to locate 
in a given community only if the location is 
satisfactory in other important aspects, such 
as the location of markets, raw materials, 
labor, availability of transportation, favor- 
able freight rates, available plant facilities, 
fuel and power, rent if not owned outright, 
proximity to related industries and suppli- 
ers, living conditions and personal reasons. 
Briefly then, tax exemptions would appar- 
ently swing the balance in favor of a town 
only where all remaining factors are equal, 
or nearly so. 


Another objection to industrial exemp- 
tions is the fact that gains accruing are fre- 
quently short-lived. One reason for this 
rests upon the fact that many of the tax- 
exempt concerns are only temporary occupants 
of a particular location. Another reason is 
that the economic existence of a community 
can be supported by a tax exemption policy 
for only a short period without a marked 
decline in community services. In a long- 
established community which is no longer 
growing, new capital outlays are a relatively 
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unimportant governmental cost. If the tax- 
exempt concerns are occupying old buildings 
on sites already supplied with marginal serv- 
ices and are employing local workers living 
in long-settled neighborhoods whose children 
attend existing schools, the new concerns cause 
little additional municipal expenditures. 


However, when the community is growing 
and tax exemptions bring new concerns, 
new buildings and new workers to a grow- 
ing community, the exemptions may be di- 
rectly responsible for a growth in community 
costs. It is even possible that the costs of 
local government may increase more rap- 
idly than the population. Even if the new 
concerns do prosper and, at the end of the 
exemption period, begin to pay taxes, it may 
be a considerable period before they have 
fully compensated the community for the 
expense they have created. 


Town Attitude 


There is also the important factor of town 
attitude toward new industry to be consid- 
ered. Competition is never welcome and 
less so when it is subsidized competition, 
with the subsidy coming from the pocket of 
the established business. The older concern 
finds itself in the uncomfortable position of 
paying the taxes both for itself and the new 
concern, all the while trying to sell in the 
same market. Attempts to restrict exemp- 
tions to industries which will not compete 
with those already established are likely to 
nullify the whole exemption program, as the 
established industries tend to be those which 
are best suited to the particular community. 


If the new industries are noncompetitive 
there is invariably a feeling of animosity 
toward the municipality for failing to make 
such .an advantage available to the estab- 
lished: company. To combat this it is sug- 
gested that any exemption should be offered 
to the existing corporations within the tax 
jurisdiction. 

Another serious aspect of these subsidies 
rests in the fact that there is no logical end 
to them, either within or without the com- 
munity. Within the community, if limited 
in point of time, they serve as grounds for 
extension of the period; if limited in scope 
they serve as argument for broadening the 
exempt classifications. Without the com- 
munity a grant by one locality impels other 
towns to grant similar or larger subsidies 
as a matter of self-protection if not because 
of direct interest. This is the advantage of 
the state exemption law over a law granting 
local option on the matter as in Connecticut. 
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However, the disadvantage of a state law 
is that it is susceptible to competitive ex- 
emptions on a state-against-state level. This 
trend is evident in the attitude toward whole- 
sale exemption of personal property both in 
theory and practice. A number of eastern 
states today have exempted either manu- 
facturing tools and machinery, or inventories, 
or both from taxation. Such policies if con- 
tinued long enough would result in complete 
exemption of all industrial enterprises with 
disastrous effects on our governmental units. 


Revenue Factor 


It is one thing, however, to recognize the 
nonsocial character of tax concessions and 
quite another to prevent them. As long as 
an exemption policy has some benefits to 
offer specific municipalities, exemptions will 
persist. In the main this benefit is the even- 
tuality of large annual tax revenues from a 
nonvocal, nonvoting, nonchildbearing tax- 
payer. Secondary advantages are increased 
employment and local distinction. But the 
revenue factor is the big attraction and it is 
the only genuine argument, if there exists 
any at all, in favor of tax exemptions. 


Whether tax exemptions do contribute to 
the growth and development of those cities 
and towns adopting them is an open ques- 
tion. In order to answer this it would be 
necessary to know not only the extent to 
which tax exemptions have been responsible 
for bringing in new industries, but also 
whether ‘the industries contributed more to 
the exempting communities than they cost. 
Neither of these questions can be answered 
precisely, and for this reason many reports 
of the experiences of other communities 
must be taken with reservation. Jn the eval- 
uation of each concession full consideration 
should be given to the scope of the program 
with regard to the extent of the classifica- 
tions exempted, as well as the duration in 
point of time. However, it is clear that in 
any case exemptions must be approached 
with the utmost caution. 


Types of Exemptions 


Study reveals that there are many types 
of exemptions granted for the encourage- 
ment of industry. Among the various types 
of inducements offered (including cash bo- 
nuses, loans, donations of site and building, 
and guarantees of favorable labor condi- 
tions) are subsidies taking the form of 
exemptions from property taxation for pe- 
riods of from five to fifteen years. In most 
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instances this has been accomplished through 
laws requiring or permitting temporary ex- 
emption of newly constructed plants and the 
personal property contained therein. Mu- 
nicipalities in other instances have extended 
such exemptions without legal authorization 
in clear-cut violations of state constitutional 
and statutory provisions requiring uniform- 
ity in taxation. These are difficult to dis- 
cover and analyze due to the secrecy 
essential to their survival. These so-called 
“gentlemen’s agreements” no doubt consti- 
tute the largest share of tax exemptions 
measured in terms of dollars of assessed 
valuation. 


Fundamentally all tax exemptions fall into 
seven categories. These are: 


First, the most prevalent type exempts 
either real estate, machinery or inventories 
for either a limited time (five to fifteen 
years being common) or permanently. For 
example, a concession might be granted that 
exempts all three groups for a period of ten 
years, or the exemption might be designed 
so that permanent immunity from taxation 
is offered to all classes of personal property 
and leaves only the real property available 
for assessment. 


As the most popular type of exemption, it 
is this class that has provided a major share 
of the criticism of industrial preferences. 
It in no way measures the cost of the indus- 
try to the locality and frequently attracts 
enterprise that burdens government and 
gives no compensation. In its favor is the 
tremendous appeal that it makes to a busi- 
ness by its wholesale advantages. This type 
is especially attractive to concerns that have 
been vexed by onerous real or personal 
property taxation in another locality. 

The sétond method of exemption is the 
classified property assessment that reduces 
valuations by a percentage favorable to one 
class of property only. In such a case where 
the majority of property is equalized at sev- 
enty per cent of full value, the differential 
assessment plan would call for the assess- 
ment of fifty per cent on such preferred 
classes of property as industrial real estate, 
machinery or inventories. Again these ad- 
vantages may be granted for a limited time 
on any one or all three types of property, 
or permanently on one or two. 


As in the first case, the objection is that 
governmental costs are seldom taken into 
account. Further, the attraction to industry 
is not as great as would be a total exemption. 

The third type is somewhat analogous to 
the second, in that it also calls for the use 
of a differential factor. However, in this 


instance it is applied to the mill rate so that 
commerce has an advantageously low mill rate. 


The objections to this are not nearly so 
great as in the first case, for the special 
mill rate may possibly be set high enough 
to cover the direct costs of the facility. 


Token assessments are the fourth class of 
exemptions. In such cases companies usually 
make a nominal return of their personal 
property independent of the actual valua- 
tions. Hence a concern may list year after 
year inventories of $10,000 while the true 
value may be considerably greater. Once 
more we have the problem of meeting the 
cost of service by the community. 


The fifth alternative is employed in, pe- 
riods of extreme conditions in an effort to 
normalize a concern’s assessments. This 
consists of taking a statistical average for 
a number of years and substituting it for an 
assessment during an abnormal year. The 
period selected is usually two to five years 
immediately prior to the exceptional year. 
Such a plan would not be consistent with 
the Connecticut statutes which require aver- 
ages to be determined on twelve months 
preceding October 1. 


The sixth method of encouraging industry 
is more in the nature of a subsidy than 
an exemption. This plan requires the pay- 
ment of the full amount of all general 
property taxes but offers new plants water, 
sewer, highway and electrical installations, 
free of charge where such services are a 
proprietary function of the municipality. 


The seventh arrangement consists of an 
outright subsidy plan with the donation of 
land, building or capital. The great advantage 


‘of this is the known direct cost of the gift. 


Adoption of Programs 


The wisdom of adopting any program of 
tax exemption to encourage industrial loca- 
tion rests largely upon theoretical consider- 
ations. Such a plan should be agreed upon 
only after careful examination of all aspects 
of the situation. In any case two things 
must be considered: the estimated cost to 
the town of the new enterprise and the dura- 
tion of the exemption. This must be limited 
in both point of time and extent of classi- 
fication of the property in order to avoid 
financial loss to the town and also to insure 
the desired stimulus. 


Therefore, it is recommended that if a 
scheme of tax exemption is to be embarked 
upon after a thorough study of the problem 
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and following general agreement between 


town officials, it should be: ° 


(1) Made subject to the vote of the towns- 
people—in order to secure their wholehearted 
cooperation and assent. 


(2) Limited in duration from three to 
five years—to prevent the possibility of 
unnecessarily prolonged or possibly per- 
petual exemptions, 


- (3) Limited as to eligible classes of busi- 
ness—to attract only sufficiently strong, ca- 
pable industry such as is likely to stay and 
be desirable. 


(4) Limited in scope of appeal to regional 
corporations—to retain the soundness of the 
program by avoiding any national competi- 
tion with other communities in distant states. 


(5) Extended to present manufacturers— ° 


to make competitive advantages available to 
all and minimize criticism. 


This program might, for example, consist 
of a three to five year differential exemption 
of all classes of property, both real and 
personal, owned by any resident or foreign 
corporation with a paid-in capital of $25,000 
or more, and employing ten or more per- 
sons for sixty days or more in any given 
year and whose operations are not prohib- 
ited by zoning laws. The differential would 
be equal in amount to the nonschool tax 
mills in each year’s tax rate so as to insure 
the payment of direct municipal benefits. 


This differential mill rate would, of course, 
be varied from year to year during the pe- 









ance, and, therefore, does not permit such 
practices in the future, it believes that relief 
for past years should be given where such 
arrangements have been unwittingly entered 
into with no thought of tax avoidance.” 


It is important for professional tax ad- 
visers, in analyzing this new provision, to 
note the following salient points: 

(1) Only rents received after December 
31, 1945, and before January 1, 1950, come 
within the purview of the section. Section 
502 (f) will apply with all its pristine vigor 
to rents received before and after the “breath- 
ing period.” Significantly, corporations re- 
ceiving such rent after the terminal date 
are put on notice that the payments so made 
will come under the section. 


Conversely, corporations which received 
rents during the years in question and paid 


Exemptions to Encourage Industry 





TAXATION OF PERSONAL 
Continued from page 358 


riod of exemption to correspond with the 
budgetary requirements of all noneduca- 
tional items. It is recognized that there 
would be an indirect school cost occasioned 
by the children of employees introduced 
to the community that would not be paid 
by the industry. These costs would, how- 
ever, be minimized as the workers became 
either homeowners or renters and thus con- 
tributors themselves. 


Minimum Cost Guarantee 


Exemptions for industry are, almost with- 
out exception, dynamite and should be han- 
dled with great care. The program best 
suited for the individual town should be 
generated by that town only after long and 
serious consideration of all factors peculiar 
to the town. No one program can be de- 
signed to meet the needs of all municipali- 
ties. There is one factor necessary to all 
plans, and that is some guarantee of the 
minimum costs of the industry. Without 
such, a factory may easily become a liability 
rather than an asset to a community. The 
necessity for this cannot be overemphasized. 
Time and time again industry has been in- 
vited into a municipality, to the later em- 
barrassment of the community and the 
town fathers. In the absence of a basic 
charge a tax exemption program may be 
financially disastrous; with it, the loss to 
the community is small if the experiment 


should fail. [The End] 


HOLDING COMPANIES— 


taxes as personal holding companies may ob- 
tain refund by making proper claim therefor. 


(2) The rents must have been received in 
a bona fide operation, that is, the interest of 
Congress was to provide relief for corpora- 
tions which unwittingly entered into ar- 
rangements which made them subject to the 
tax. No relief was intended for corporations 
which designedly aimed for tax avoidance. 
Such a finding of good faith will be the re- 
sponsibility of the Commissioner, subject to 
court review. 


.(3) The operation must have been a com- 
mercial, industrial or mining enterprise, that 
is, must have had a business purpose. In- 
corporation of hobbies, residences and yachts 
will not qualify for Section 502 (f) relief 
under the amendment. [The End] 
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TAX ADVANTAGES OF 


Western Hemisphere Trade |(c 


HE Internal Revenue Code contains 
4 many special relief provisions designed 
to mitigate the harshness of the law in spe- 
cial cases. Despite the fact that they were 
inserted to ease the burden of the tax, it 
seems that too often they lead only to liti- 
gation.” 


One of the few relief provisions in the 
Code which has not resulted in any litiga- 
tion is that contained in Section 109, West- 
ern Hemisphere Trade Corporations, which 
was added to the Code by Section 141, 
Revenue Act of 1942, 


The section is very short. It merely de- 
fines a Western Hemisphere Trade Corpo- 
ration as a “domestic corporation all of 
whose business is done in North, Central, 
or South America, or in the West Indies, or 
in Newfoundland,” and which satisfies both 
of the following conditions: 


(a) ninety-five per cent or more of its 
gross income for a three-year period im- 
mediately preceding the taxable year was 
derived from sources outside the United 
States and 


(b) ninety per cent or more of its ‘gross 
income for the same three-year period was 
derived from the active conduct of a trade 
or business. 


If the company has not been in existence 
for a three-year period prior to the taxable 


1Compare, for example, the numerous cases 
involving such relief provisions as are contained 
in Sections 721, 722, 735 and 736, among others. 

2 Revenue Bill of 1942, Senate Committee Re- 
port (Senate Report ‘No. 1631, 1942-2 CB 504, 
532). In the section of the report dealing with 
the technical discussion of the bill (p. 587), the 
phrase ‘‘active conduct of a trade or business’’ 
is again used, but the term is not explained. 
There is also no further elaboration in the 
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year, the test period to be used is the period 
during which the corporation was in existence. 


The purpose of this section may be ascer- 
tained from the committee reports. It did 
not appear in the House version of the 
Revenue Act of 1942 but was added by 
the Senate and was explained by the Com- 
mittee on Finance as follows: 


“4. Western Hemisphere Trade Corpora- 
tions. American corporations trading in foreign 
countries within the Western Hemisphere 
are placed at a considerable competitive dis- 
advantage with foreign corporations under 
the tax rates provided by the bill. To allevi- 
ate this competitive inequality, the Commit- 
tee bill relieves such corporations from 
surtax liability. To obtain this relief 95 per 
cent of the gross income of such companies 
must be from sources outside the United 
States. Moreover, 90 per cent of their in- 
come must be from the active conduct of a 
trade or business.” ? 


Nowhere in the Code is the term “trade 
or business” defined except: “The term 
‘trade or business’ includes the performance 
of a public office.” * Obviously, since a cor- 
poration cannot perform the duties of a pub- 
lic office, this section is not of much help. 
Nevertheless, the term “trade or business” 
is used repeatedly in the Code.” * 


Probably the most frequently cited case 
as to what constitutes a “trade or business” 


Conference Committee Report (House Report 
No. 2686, 1942-2 CB 701, 707, Amendment No. 
111). 

3 Code Section 48(d). 

For example, Sections 23(a), 116, 211, 231, 
251, etc. In addition, the Code also used the 
term ‘‘business’’ separately, such as in ‘‘carry- 
ing on or doing business,’’ ‘‘ordinary course of 
its business,”’ etc. 
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CORPORATIONS MAY ESCAPE SOME SURTAXES BY 
SETTING UP INTERNATIONAL SUBSIDIARIES UNDER 
SECTION 109, SAYS THIS NEW YORK CITY CPA 


is Flint v. Stone Tracy Company et al.’ This 
case, involving the constitutionality of an 
excise tax on corporations measured by net 
income, also decided that a real estate cor- 
poration which leased property, collected 
rents, managed office buildings, etc., con- 
stituted a “trade or business.” Similarly,-a 
taxicab company which owned and leased 
taxicabs and collected rents therefrom was 
in “business.” 


The key paragraph of the opinion reads: 


“It remains to consider whether these 
corporations are engaged in business. ‘Busi- 
ness’ is a very comprehensive term and 
embraces everything about which a person 
can be employed. Black’s Law Dict. 158, 
citing People ex rel. Hoyt v. Tax Comrs. 23 
N. Y. 242, 244. ‘That which occupies the 
time, attention, and labor of men for the 
purpose of a livelihood or profit.’ 1 Bouvier’s 
Law Dict. p. 273.” 


Following this case, the court held that 
realty corporations organized for and ac- 
tually engaged in handling large tracts of 
land, leasing and selling parcels thereof, and 
disposing of stumpage, etc., are “engaged 
in business.” * Also held to be “engaged in 
business” were such varied businesses as the 
operation of a cattle breeding farm and a 
racing stable,” the management of the affairs 
of trusts of which the taxpayer was a bene- 
ficiary * and the operation as a museum and 


5 220 U. S. 107 (1911). 

® Von Baumbach v. Sargent Land Company, 
lustc § 10, 242 U. S. 503 (1917). 

7 Commissioner v. Field, 3 ustc § 1185, 67 F. 
(2d) 876 (CCA-2, 1933). 

8 Lloyd-Smith, CCH Dec. 10,770, 40 BTA 214 
(1939), acq., on this issue, 1939-2 CB 22. 

® Cecil v. Commissioner, 39-1 ustc { 9247, 100 
F. (2d) 896 (CCA-4). 


Western Hemisphere Trade Corporations 


park of an estate which had formerly been 
used as a personal residence.’ 


Mere ownership of property has been held 
not to constitute the active conduct of a 
trade or business where the property was 
leased to others who operated it, and where 
the activity of the owner was limited to the 
receipt and disbursement of rentals and a 
minimum of corporate activity to keep intact 
the legal status of the corporation.” 


The broad general rule laid down in the 
Stone Tracy case was not always followed. 
The Tenth Circuit Court” pointed out: 


“The words ‘trade or business’ have many 
shades of meaning, and are subject to col- 
loquial abuses. Definitions, taken from other 
cases dealing with other situations and in 
other settings, are of little help. For ex- 
ample, in the following cases, the words 
‘trade or business’ were construed so as to 
exclude a profession. ... In other revenue 
acts, Congress deemed a statutory definition 
necessary in order to embrace ‘professions 
and occupations’ within the meaning of trade 
or business... .” 


In this case, the court held that “trade 
or business” does not include income from 
a profession or from salaries. 


Obviously, the method of conducting a 
particular business is important, especially 
so where, as here, the test is as to the 
source of income in addition to the “trade 
or business” test. 


10Compare, for example: Zonne v. Minne- 
apolis Syndicate, 220 U. S. 187 (1911); McCoach 
v. Minehill and Schuylkill Haven Railroad Com- 
pany, 228 U. S. 295 (1913); U. 8S. v. Emery, 
Bird, Thayer. Realty Company, 237 U. S. 28 
(1915). 

11 Hughes v. Commissioner, 1930 CCH Stand- 
ard Federal Tax Reports { 9137, 38 F. (2d) 755. 
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Source of Gross Income Test 


The source of gross income from the sale 
of personal property is determined under 
Section 119 (e), the pertinent parts of which 
read as follows: 


“Gains, profits, and income... 


“(2) from the sale of personal property 

produced (in whole or in part) by the tax- 
payer within and sold without the United 
States... 
“shall be treated as derived partly from 
sources within and partly from sources with- 
out the United States. Gains, profits and 
income derived from the purchase of per- 
sonal property within and its sale without 
the United States ... shall be treated as 
derived entirely from sources within the 
country in which sold... .” 


The purpose of subparagraph (2) is, no 
doubt, to ensure that the proportion of the 
profit attributable to manufacturing shall 
be taxable as income from sources within 
the United States. Where a reasonable 
allocation is not made, the Commissioner 
has the power to make such allocation under 
Section 45. 


The Bureau position on this question of 
situs of sale of personal property is fully 
set forth in G. C. M. 25131," the general 
heading of which reads as follows: 


“As a general rule, for the purpose of 
determining the source of income attribut- 
able to the sale of personal property, a sale 
is consummated at the place where the 
seller surrenders all his right, title and inter- 
est to the buyer. Where bare legal title 
is retained by the seller, the sale will be 
deemed to have occurred at the time and 
place of passage to the buyer of beneficial 
ownership and risk of loss. 


“Where the sales transaction is arranged 
for the primary purpose of tax avoidance, 
the foregoing rules will not be applied. In 
such cases, all factors of the transaction, 
such as negotiations, execution of the agree- 
ment, location of the property, and place of 
payment, will be considered, and the sale 
will be treated as having been consummated 
at the place where the substance of the sale 
occurred.” 


The second sentence of the first paragraph 
is in agreement with the report of the Sen- 
ate Finance Committee which reads: 


“However, merely incidental economic con- 
tact with other countries outside such geograph- 


ical sphere, will not place such corporations 
outside the exempt classification. For ex- 
ample, the A Corporation is engaged in 
mining activities in South America and in 
shipping its products to foreign countries 
outside the United States, including Great 
Britain. The mere fact that the A Corpora- 
tion ships its goods to England, retaining 
title to such goods until acceptance of the 
bill of lading and draft in order to insure 
collection of the price, will not be considered 
as carrying on business outside the Western 
Hemisphere.” * 


Trade or Business Test 


The second of two tests to enable a cor- 
poration to obtain the advantage of Section 
109 requires that ninety per cent or more 
of its gross income be derived from the 
active conduct of a trade or business. 


We have seen from the analysis of the 
Stone Tracy™ and similar cases that the 
courts would no doubt place a strict con- 
struction on the words “active conduct,” that 
the business activities must be those normally 
understood in that context and that they 
must be more than mere passive ownership 
of property or the minima of acts necessary 
to keep the corporate shell alive. 


The statute does not specify where the 
business activities must be carried on. To 
meet the requirements of Section 109 (b), 
it may not be necessary to establish an office, 
warehouse or factory outside of the United 
States and within a Western Hemisphere 
country. It may be sufficient merely to have 
an agent located in a Western Hemisphere 
country to solicit orders.” 


Where a company does not have an office, 
warehouse or agent located in a Western 
Hemisphere country, a different problem 
may arise. In the ordinary case, a firm of 
exporters having offices located in the United 
States may place orders for the account of 
a foreign buyer with a domestic company. 
Suppose that a domestic company does all 
of its business with Western Hemisphere 
countries through orders received from such 
export companies and that all of its ship- 
ments are made to conform to the require- 
ments of Section 109 (a). Could such a com- 
pany claim the benefits of Section 109? 
This is a legal problem which is outside. the 
scope of this article. At first glance, it 
would appear that the Senate Finance Com- 
mittee intended to include such cases within 





22 1947-2 CB 85. 


18 Revenue Bill of 1942, Senate Committee Re- 


port, footnote 2, p. 588. 
44 Footnote 5. 
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13 Compare: International Harvester Company 
of America v. Commonwealth of Kentucky, 234 
U. S. 579 (1914); Laurentide Company, Ltd. v. 
Durey, 231 F. 223 (DC N. Y., 1916). 
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Schedule 1 


Computation of Tax on Western Hemisphere Trade Corporations 
at 1949 Rates 


Net income .......... $10,000 $25,000 $35,000 $50,000 $100,000 $250,000 $1,000,000 
Normal tax 
ee ES a ere er ee 12,000 24,000 60,000 240,000 
ae 8: re Sak. eee oR”) ee eeae  Tedektees 
a ’ . Sel OR Ce ee ee 
Effective rate of tax... 16% 17% 21% 24% 24% 24% 24% 


Norte: In this table it is assumed that the corporation is not entitled to any credits against 
net income. 


Schedule 2 


Computation of Tax on Western Hemisphere Trade Corporations 
(Years Beginning After June 30, 1950) 


Net income .......... $10,000 $25,000 $35,000 $50,000 $100,000 $250,000 $1,000,000 
Credit, Section 26 (i) (1) 3,000 7,500 10,500 15,000 30,000 75,000 ~— 300,000 
Taxable balance ...... $ 7,000 $17,500 $24,500 $35,000 $ 70,000 $175,000 $ 700,000 
Normal tax .......... $ 1,750 $ 4,375 $ 6,125 $ 8,750 $ 17,500 $ 43,750 $ 175,000 
MOE c canniccacis aeaantas dame ares 2,200 9,900 33,000 _—‘148,500 









yf eee $ 1,750 $ 4,375 $6,125 $10,950 $ 27,400 $ 76,750 $ 323,500 






Effective rate of tax... 17.5% 17.5% 17.5% 21.9% 27.4% 30.7% 32.35% 

Nore A: In this table it is assumed that the corporation is not entitled to any credits other 
than the credit provided by Section 26 (i) (1). 

Note B: If the corporation were to be subject to normal tax only, as provided by prior law, 
but at the normal tax rate provided by the Revenue Act of 1950, the tax (and effec- 

tive rate) would be twenty-five per cent of the net income. 








the benefits of this section,” but the wording 
of the second paragraph of G. C. M. 25131” 
appears to be directly contrary. 


Tax Advantages of Western 
Hemisphere Trade Corporation 


(a) A Western Hemisphere Trade Corpo- 
ration is taxed as a domestic corporation and 
is entitled to the same credits to which a 
domestic corporation would be entitled. In 
addition, it is entitled to a credit of thirty 
per cent™ of its normal tax net income.” 
Assuming that its normal tax net income is 
the same as its net income, thirty per cent 
of its net income would be exempt from tax 
and seventy per cent would be subject to 
normal tax and surtax. 


Prior to the Revenue Act of 1950, a West- 
ern Hemisphere Trade Corporation was sub- 
ject to normal tax and was exempt from 


16 Footnote 2. 

17 Footnote 12. 

1% For years beginning after June 30, 1950 
(Code Section 26(i)(2), as amended by Section 
202(b), Excess Profits Tax Act of 1950). 


Western Hemisphere Trade Corporations 


surtax.” Schedules 1 and 2 show the com- 
parative tax liabilities of Western Hemi- 
sphere Trade Corporations, with net incomes 
from $10,000 to $1,000,000, at the rates pre- 
vailing during 1949 and at the rates which 
will prevail for taxable years beginning after 
June 30, 1950. 


(b) Under the excess profits tax law now 
in effect, a Western Hemisphere Trade Cor- 
poration is not subject to excess profits tax.” 


(c) If .the Western Hemisphere Trade 
Corporation is a part of an affiliated group 
within the meaning of Section 141 (d), its 
income need not be included in the con- 
solidated return, unless it consents to the 
inclusion.” 


(d) Where the income of a Western 
Hemisphere Trade Corporation is included 
in a consolidated return, the portion of the 
surtax net income of the Western Hemisphere 


.19 Code Section 26(i)(1). 
20 Code Section 15(b) before its amendment by 
the Revenue Act of 1950. 
21 Code Section 454(f). 
22 Code Section 141(e) (7). 







Trade Corporation included in the consolidation 
is exempt from the additional two per cent 
tax provided for by Section 141 (c). 

(e) Corporations which receive dividends 
from a Western Hemisphere Trade Corpo- 
ration may claim the eighty-five per cent 
dividend received credit as provided by Sec- 
tion 26 (b). 

(f) Dividends paid by a Western Hemi- 
sphere Trade Corporation may qualify as 
dividends from sources outside the United 
States * and will not be subject to United 
States income tax when received by a non- 
resident alien individual not engaged in trade 
or business within the United States™ or 
by a foreign corporation.” 


Trap for Unwary 


Even though a corporation may be con- 
sidered to be a Western Hemisphere Trade 
Corporation, it may still be taxed as a per- 
sonal holding company under Section 500 
if it falls within the definition of such a 
company contained in Section 501. 


A Western Hemisphere Trade Corpora- 
tion may be considered as a personal hold- 





. 


ing company as to that portion of its income 
which may be classified as personal holding 
company income under Section 502.” 

A Western Hemisphere Trade Corpora- 
tion may also be subject to the surtax under 
Section 102 if it is formed or availed of for 
the purpose of preventing the imposition of 
surtax upon its shareholders. 


Study of Corporate Method 
of Operations 


In these days of high tax rates, with the 
probability of higher taxes still to come, a 
corporation might do well to study its 
method of operations to see whether it may 
obtain the advantages of doing business as 
a Western Hemisphere Trade Corporation. 


The Commissioner has given approval to 
the organization of a new company as a 
Western Hemisphere Trade Corporation to 
take over the business in the Western Hemi- 
sphere previously conducted by an existing 
domestic company even though the principal 
purpose of the organization of the new com- 
pany was to obtain the tax-saving advan- 
tages of Section 109.” [The End] 


HOW WOULD YOU DECIDE THE CASE OF THE 


WANDERING TAXPAYER? 


Facts FOR THE Court: A wealthy man, 
born in Michigan, went to Paris in 1921 
and lived there till 1939. During these 
years he and his wife visited the United 
States twice a year, always staying at the 
same New York City hotel. 


In 1939, the taxpayer decided to change 
his residence from Michigan to a state 
where his tax status would be more fa- 
vorable. His financial advisers favored 
Florida, and he went to that state, exe- 
cuted a new will there, signed a tax office 
form stating that he was a resident of 
Florida and registered as a voter. 

However, after a month in Florida in 
1941 the man and his wife left the state 
and never returned. They spent their 
summers in Pennsylvania and _ their 
winters in Georgia, returning to the same 
New York hotel each spring anid fall, and 








voting there. After his death, which 
state can tax his estate? 

By THE Court: Florida’s claim can be 
disposed of very quickly. “In order to 
acquire a new domicile there must be 
union of residence and intention,” the 
New York court said. “Residence [in 
Florida] was entirely lacking.” 


As for Michigan, “A person can have 
but one domicile at a time,” said the 
decision. The taxpayer had “lived a 
somewhat nomadic existence after his 
return from France in 1939, shopping 
around for a jurisdiction which would 
satisfy his tax-conscious mind,” but had 
spent more time in New York than in 
any other one place, and New York col- 
lected the taxes—Estate of Edward A. 
Sumner, CCH INHERITANCE TAx REporTS 
{17,332 (N. Y. Surr. Ct., January 29, 1951). 








22 A Western Hemisphere Trade Corporation, 
because of the requirements of Section 109(a), 
would come within the exception of Code Sec- 
tion 119(a) (2) (A). 

24 Code Section 211(a)(1)(A). 
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23 Code Section 231(c). 

2@See Code Section 507(a) and Porto Rico 
Coal Company v. Commissioner, 42-1 ustc J 9315, 
126 F.. (2d) 212 (CCA-2). 

7% J. T. 3757, 1945 CB 200. 
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Insurance to Fund Stock-Retirement 


and Buy-and- 


By ALBERT MANNHEIMER 


Sell Agreements 


FROM A LECTURE AT THE NEW YORK UNIVERSITY NINTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION, REPRINTED BY PERMISSION 
OF NEW YORK UNIVERSITY AND MATTHEW BENDER & COMPANY 


The author gratefully acknowledges 
the assistance of Joel Irving Friedman 


GREAT DEAL has been written on 

the tax aspects of insurance to fund 
buy-and-sell agreements, and on this sub- 
ject there is accord among the writers. As 
to taxes in connection with insurance to 
fund stock-retirement agreements, it is a 
different story. Though all concerned with 
stock-retirement agreements are troubled 
by tax doubts, little has been written in an 
effort to resolve them. Accordingly, this 
paper, in considerable part, will be devoted 
to tax aspects of stock-retirement agreements. 


Definitions 


A buy-and-sell agreement is an agreement 
among business associates, either partners 
or stockholders, which provides for the sur- 
vivor buying the decedent’s interest in the 
business. 


A stock-retirement agreement is an agree- 
ment entered into by a corporation and one 
or more of its stockholders, which provides 
for the corporation—as distinguished from 
its surviving stockholders—buying the de- 
ceased stockholder’s stock when he dies. 


1For a general discussion of this proposition 
and the advantages mentioned in the text, and 
others, see White, Business Insurance, p. 343; 
Lawthers, Some Problems in Business Purchase 
Agreements, p. 3; Laikin, Death Taxes and 
Your Business, p. 35 (the text of this mono- 
graph appeared in installments in 85 Trusts 
and Estates 372, 459, 517 (1947), and 86 Trusts 
and Estates 13, 145 (1948)); Redeker, ‘‘Analyz- 
ing the Buy and Sell Agreement,’’ 4 Journal of 
the American Society of Chartered Life Under- 
writers 354 (1950). 


Stock-Retirement and Buy-and-Sell Agreements 


Decedent means the stockholder or part- 
ner who dies first; also, his estate when 
the context requires. Survivor means the 
surviving stockholder or stockholders, or 
partner or partners, as the case may be. 


Advantages of Cross-Insurance 


The basic proposition as to funding buy- 
and-sell agreements—and one on _ which 
there is accord—is that taxwise and other- 
wise cross-insurance is the most desirable 
arrangement. This means that the pros- 
pective purchaser, or trustee on his behalf, 
should apply for insurance on the prospec- 
tive seller’s life, pay the premiums, own 
the insurance and be named the beneficiary, 
or at the very least, in lieu of being named 
beneficiary, have the choice of taking the 
insurance proceeds from the insurance com- 
pany or leaving them with the company 
under some settlement option for the bene- 
fit of the decedent’s family. 


Among others, the advantages of cross- 
insurance are these:? 


(1) The insurance proceeds do not be- 
come part of the decedent’s estate for 
estate tax purposes and are not subject to 
the claims of his creditors or widow. 


As to the advantages of a corporate trustee 
as beneficiary, see Fahr, ‘‘The Business Pur- 
chase Agreement and Life Insurance,’’ 15 Law 
and Contemporary Problems 319 (1950). 

As to the use of income tax free, optional 
modes of settlement, see Laikin, ‘‘Settlement 
Options and Survivor-Purchase Agreements,’’ 4 
Journal of the American Society of Chartered 
Life Underwriters 199 (1950); Lawthers, work 
cited, at p. 5; Forster, ‘‘Legal, Tax and Prac- 
tical Problems Under Partnership Purchase and 
Sale Agreements Coupled with Life Insurance,’’ 
19 Southern California Law Review 1, 21 (1945). 
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(2) After the decedent’s stock has been 
paid for, the basis of the survivor’s interest 
in the business will unquestionably have 
been enlarged by the amount of the insur- 
ance proceeds. In other words, the doc- 
trine of the Paul Legallet case cannot be 
invoked.” 


(3) The survivor escapes the manifest dis- 
advantages of paying for decedent’s interest 
in the business in advance of receiving it. 


Dividend Questions 
in Stock-Retirement Agreements 


In connection with stock-retirement agree- 
ments funded by insurance, it is perhaps the 
possibility of constuctive dividends which 
troubles tax and insurance men the most, 
but which, nevertheless, is written about 
the least. Among others, there are three 
separate dividend questions, namely: 


(1) Are the premiums paid by the cor- 
poration on policies taken out to fund the 
agreement taxable as dividends to the 
stockholders? 


(2) Is the purchase price paid by the cor- 
poration for the decedent’s stock taxable 
as a dividend to the decedent under Sec- 
tion 115(g)? 


(3) Is the purchase price paid by the cor- 
poration for the decedent’s stock taxable 
as a dividend to the survivor? 

(Throughout the discussion, it will be 
assumed that the corporation’s earned sur- 
plus exceeds the premiums paid, or the 
purchase price paid for the decedent’s stock, 
as the case may be.) 


Premiums as Dividends 
to Stockholders 


It has been argued that there is a risk 
that the premiums, paid on insurance taken 
out by a corporation to fund a stock-retire- 
ment agreement, may be taxed as dividends 


2CCH Dec. 10,995, 41 BTA 294 (1940). 

3’ Danzig, ‘“Taxes—Insurance—and Stockholder- 
Survivorship Agreements,’’ 28 TAxES—The Tax 
Magazine 213 (March, 1950); White, work cited, 
footnote 1, at p. 360. 

* MacNeil, ‘‘Disposition of Business Interests,’’ 
87 Trusts and Estates 398, 403 (1948). 

5In Lewis v. O’Malley, 44-1 ustc { 9137, 140 
F. (2d) 735 (CCA-8), the corporation paid 
$50,000 for single premium policies on the life 
of its controlling stockholder. The question was 
whether the $50,000 was a constructive dividend 
to him. The stockholder was the applicant for 
the policies, had the power to name the bene- 
ficiaries and, in fact, had exercised that power 
first in favor of his son and later in favor of a 
charity. On the other hand, the policies were 
repeatedly used to raise money for the cor- 
poration, were always carried on its books as 
a corporate asset and the stockholder testified 
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to the stockholders because the agreement 
and insurance are exclusively for the per- 
sonal benefit and advantage of the stock- 
holders. Stated otherwise, the argument 
is that the agreement and insurance do not 
serve a corporate business purpose.’ 


One of several answers to this argument 
is that in return for the premiums the cor- 
poration receives full value. It is the cor- 
poration—not the stockholders—that owns 
the insurance. 


Suppose uninsurable stockholders enter 
into a stock-retirement agreement and at 
the same time set apart certain securities 
to fund it. Nobody would suggest that 
when the securities are segregated the stock- 
holders receive a constructive dividend. Why 
should insurance—really another form of 
corporate investment—be treated differently? 


Until the decedent dies no one can fore- 
tell whether anybody but the corporation 
will benefit from the insurance—much less 
which stockholder, if any, will benefit from 
any given policy. Perhaps, before any 
stockholder dies the corporation will be 
dissolved; sons may come into the busi- 
ness; the stock-retirement agreement may 
be cancelled and the insurance converted 
into key-man insurance; or the corporation 
may become insolvent and the insurance 
end up in the hands of its creditors. In 
this connection, it is interesting to notice 
that trust companies look upon spade work 
on buy-and-sell and stock-retirement agree- 
ments involving prospective trusteeships with 
jaundiced eyes, because so many of these 
agreements are cancelled. One trust officer 
writes, “Hardly ever do any of these ar- 
rangements come to fruition.” * 


Can the circumstance that the proceeds 
might ultimately be used to fund the stock- 
retirement agreement, if one of the stock- 
holders dies, constitute a sufficient basis 
for a constructive dividend?*® -Text and 





that he took out the insurance as agent for the 
corporation. The court, in effect, found that 
the corporation was the beneficial owner of the 
insurance and decided in favor of the taxpayer. 


Although the court’s factual conclusion seems 


questionable, the reasoning as applied to insur- 
ance owned by a corporation is illuminating. 
The court said: ‘‘In income taxation, no mat- 
ter what form transactions may take, the in- 
quiry must always go to the fundamental, 
whether the taxpayer really had income, and 
we find the controlling consideration determina- 
tive of this case is that Mr. Lewis did not 
receive for himself a single dollar of the cor- 
poration’s $50,000, but that all of it was in- 
tended to be, and was, laid out for the benefit 
of the corporation and the proceeds applied to 
its uses as the owner. As he did not receive 
$50,000, he may not be taxed as though he had 
received income in that amount.”’ 
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decisions alike seem to have.shied away 
from defining this term, so a homemade 
definition is attempted. A constructive divi- 
dend is any disposition of corporate earn- 
ings, other than a formal dividend distribution, 
which produces as to one or more stock- 
holders a result substantially the same as 
a formal dividend distribution. Examples of 
constructive dividends include excessive 
salaries; royalties or rents paid to stock- 
holders; securities purchased from the cor- 
poration by stockholders at less than their 
fair value; the release by the corporation 
of debts owing-to it by its stockholders; 
and withdrawals by stockholders called 
loans that, in fact, are not bona-fide loans. 
It is doubted that the constructive dividend 
doctrine has ever been stretched to include 
a corporate expenditure for which the cor- 
poration receives full value in return. 


Another answer to the argument that the 
premiums might be taxed as constructive 
dividends is that apart from the ownership 
of the insurance by the corporation, the 
agreement itself benefits the corporation. 


In Edgar M. Docherty; a typical stock- 
retirement arrangement implemented by 
life insurance, was blocked because of the 
large value of the stock. Accordingly, re- 
course was had to a reorganization where- 
under some of the stock was exchanged 
for bonds. The question was whether the 
transaction was entitled to recognition as a 
tax-free reorganization. The court said that 
the purpose of the transaction was “ex- 
plained as a means, in this closely held 
corporation, of facilitating the purchase of 
the shares held by any of the four share- 
holders in the event of his death, and thus 
to assure the continuance of harmonious 
ownership and control.” The recapitalization 
was sustained as serving a legitimate busi- 
ness purpose. 


In Snite v. Commissioner,’ a corporation 
bought back some of its own shares from 
two of its main stockholders. The cor- 
poration had a large earned surplus. The 
question was whether the transactions were 
taxable merely as sales of capital assets, 
or whether the sales occurred at such times 
and in such manner as to render the pay- 
ments for the stock essentially equivalent 
to the distribution of taxable dividends under 
Section 115(g). The government contended 
that the purpose of the sales was to siphon 
off surplus at capital gains rates. However, 
the stock was actually acquired by the cor- 

®CCH Dec. 12,803, 47 BTA 462 (1942). 


7 49-2 ustc { 9470, 177 F. (2d) 819 (CA-7); aff’g 
CCH Dec. 16,311, 10 TC 523 (1948). 


poration so as to facilitate resales to key 
employees and thus assure their loyalty. 
The court held that the purchases by the 
corporation of its own stock with this end 
in view served a legitimate corporate pur- 
pose—in other words, benefited the cor- 
poration. And there are other cases to the 
same effect.® 


If it benefits the corporation to buy its 
own stock for the purpose of reselling it to 
a key employee owning no stock at all, in 
order to keep him content, does it not bene- 
fit the corporation to buy its own stock 
and retire it in order to satisfy the survivor, 
if he, too, is a key employee? One of the 
main reasons stock-retirement agreements 
are made is that the key-man stockhold- 
ers, after one of their number dies, are un- 
willing to continue to work indirectly for 
the benefit of the decedent’s widow or di- 
rectly with her new husband. The key- 
man survivor may often have it within his 
power to deadlock the corporation, or even 
to vote its dissolution. Even lacking either 
of these powers, with the decedent gone, 
the corporation would, in many instances, 
have grave difficulty staying in business 
without the survivor’s services. This would 
seem to dispose of the “no benefit” argu- 
ment in many cases—because often in close 
corporations the stockholders are active. 


A persuasive argument can be made to 
show that a stock-retirement agreement 
benefits a close corporation, even if the 
stockholders are inactive. In such a case, 
when the decedent dies, his family, if not 
bound by an agreement, may ask an ex- 
orbitant price for his stock. It may need 
and, therefore, demand dividends without 
regard to the welfare of the corporation. If 
its demands are not met, it may even 
press for dissolution. At the time the agree- 
ment is made it is sometimes impossible to 
anticipate who will inherit the decedent’s 
stock and what difficulties those destined to 
inherit—if given the opportunity—might 
create for the corporation. 

In the Fred M. Fischer case,° a brother 
and sister, among others, were stockhold- 
ers of a family corporation founded by the 
father. When the father died the sister 
threatened to bring receivership proceed- 
ings against the corporation because of al- 
leged mismanagement on her brother’s part. 
She also threatened to contest the father’s 
will. However, the brother and _ sister 
entered into a general settlement contract 


8 Bernard A. Armour, CCH Dec. 12,810-F; 
H. F. Asmussen, CCH Dec. 9808, 36 BTA 878 
(1937). 

® CCH Dec. 15,797(M). 
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under which the brother agreed to cause 
the corporation to buy the sister’s stock 
at a price substantially in excess of its book 
value, and the sister in return agreed to 
abandon the receivership proceedings and 
to let the will stand. The Commissioner 
contended that there was a taxable dividend 
to the stockholders, other than to the sister, 
to the extent that the price paid by the 
corporation for her stock exceeded its fair 
market value. The court decided to the 
contrary. It said that when a corporation 
pays its earnings to a stockholder for some 
purely personal purpose, the result would 
be a dividend, but that in buying the sister’s 
stock, the corporation was serving a pur- 
pose of its own, even though it was also 
paying for the settlement of the will con- 
test—obviously a noncorporate matter. The 
corporate purpose was described by the 
court as “promoting harmony in the con- 
duct of the business and securing it from 
annoying interference and threats of legal 
proceedings.” The fact that the brother 
was a key man did not enter into the court’s 
reasoning. 


There are other arguments which sup- 
port the view that a stock-retirement agree- 
ment and the insurance to fund it benefit 
the corporation. Even while the decedent 
is still alive the agreement and insurance 
benefit the corporation because they tend 
to stabilize its business. If the bank knows 
about the agreement it may be inclined to 
extend more liberal credit because the pos- 
sibility of inexperienced stockholders inject- 
ing themselves into the corporate management 
is eliminated. If key employees know of 
the agreement it will be an inducement for 
them to remain with the corporation be- 
cause they realize that the continuation of 
the business in the hands of the survivor is 
assured, and with it their jobs. 


- Emeloid Case 


Until the recent Emeloid case,” it is be- 
lieved there was no reported tax opinion 
which suggested that a stock-retirement 
agreement did not benefit the corporation. 
In the Emeloid case, the taxpayer corpora- 
tion, in 1942, took out insurance on the lives 


of its two principal stockholders. It took 
out the insurance in the form of single 
premium policies and borrowed $97,500 to 
pay the premiums, because it had been ad- 
vised that it would be allowed to deduct the 


1 CCH Dec. 17,713, 14 TC 1295 (1950), appeal 


to CA-3 filed October 13, 1950. 
396 


interest on the loan and that the loan would 
qualify for the borrowed invested capital 
credit under the excess profits tax law. A 
stock-retirement agreement was not made 
until 1946, but then it was implemented in 
part by the single premium policies taken 
out in 1942—policies originally taken out 
ostensibly as key-man insurance. The 
agreement was unusual in that it contained 
a provision that it could be terminated at 
the option of either of its two common 
stockholders during their joint lives—a 
provision which, to quote the Commis- 
sioner’s reply brief, “set at naught any pur- 
pose to provide continuity in management.” 


The question in the case was whether the 
$97,500 qualified for the borrowed invested 
capital credit, and that question came be- 
fore the court in connection with the corpo- 
ration’s fiscal year ending June 30, 1944— 
a period which ended long before the stock- 
retirement agreement was made. 


The court said in its opinion that the only 
issue was whether the $97,500 loan was in- 
curred for business reasons, within the 
meaning of the applicable excess profits tax 
regulation. The regulation provides that in 
order to qualify for the credit, a loan has to 
be incurred for business reasons and not 
merely to get the benefit of the credit.” 
Then, after referring to its finding of fact 
that from the very outset in 1942 the in- 
surance was purchased for personal rea- 
sons, namely, to provide funds to buy the 
stock of the decedent, the court observed: 


“The benefit to the petitioner of such 
a transaction appears highly remote. In- 
stead of being supplied with funds to tide 
it over a period of adjustment upon the 
death of a key employee, petitioner, under 
the trust agreement, would be compelled to 
use the life insurance proceeds to purchase 
and retire the stockholdings of its decedent 
officer.” : 


And the opinion ends: “Concluding, as 
we must from the evidence before us, that 
the policies here were purchased as part of 
a stock purchase plan for the personal in- 
terests of petitioner’s two common stock- 
holders and not for any business purpose of 
petitioner itself, we must approve the re- 
spondent’s determination.” 


But the court also referred to the fact that 
the $97,500 would never enter into the 
corporation’s working capital. This, per- 
haps, is the nub of the case. Before the 
Emeloid case, the courts, in construing the 


11 Regulations 112, Section 35.719-1(a). 
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regulation, held that for borrowed capital 
to qualify for the credit, it had to enter 
into the working capital of the corporation 
and become subject to the risks run by the 
business in the normal course of its opera- 
tions.” Shortly after the Emeloid case, 
there was a holding that even a $22,000 
corporate profit was not such a benefit as 
would qualify a loan for the credit, the 
reason being that the profit was not earned 
in the normal course of the corporation’s 
business.” 


In short, for the purpose of construing 
the excess profits tax regulation, “benefit” 
takes on a limited meaning, namely, bene- 
fit flowing from the normal course of 
business. Although the court used general 
language in the first quotation set forth 
above, the opinion as a whole reflects that 
the court was thinking in terms of “bene- 
fit” in its excess profits tax context, and 
of the tax motivation for the loan and the 
unusual cancellation clause. It is doubtful 
whether even the same court,” if called 


upon to determine a constructive dividend 


question in connection with a conventional 
stock-retirement agreement, would, for that 
purpose, characterize the benefit of such an 
agreement to the corporation as “highly 
remote.” 


In any case, there is nothing in the 
opinion which meets the various arguments 
made above to show that the agreement and 
implementing insurance benefit the corpora- 
tion substantially. What’s more, the court’s 
distinction between key-man insurance and 
insurance to fund a stock-retirement agree- 
ment seems unsound. 


Funds to tide a corporation over the 
death of a key man are no more important 
to a corporation than placing the corpora- 
tion in a position to acquire the stock of a 
decedent key man so that it can be resold 
to a new key man able to fill the decedent’s 
place. Moreover, there would not seem to 
be much point in tiding the corporation over 
the decedent’s death, if the surviving stock- 


2 Hart-Bartlett-Sturtevant Grain Company, 
CCH Dec. 16,960, 12 TC 760 (1949); aff’d 182 F. 
(2d) 153 (CA-8, 1950); Globe Mortgage Com- 
pany, CCH Dec. 17,489, 14 TC 192 (1950). 


13 Mahoney Motor Company, CCH Dec. 17,795, 
15 TC —, No. 18 (1950). 

4% Judge Arundell, in his opinion in the 
Emeloid case, seems to have overlooked that 
there could be benefit to the corporation by 
keeping the surviving stockholders contented. 
Nevertheless, he is the judge who wrote the 
Tax Court opinion in the Snite case. (See 
footnote 7.) In that case, relying on the bene- 
fit to the corporation of getting stock for resale 
to key employees to keep them contented, he 


holder is determined to let the corporate 
venture die with the decedent unless the 
decedent’s stock is retired. One is reminded 
of the quip, “Money isn’t everything. Your 


health is five per cent.” 


Paramount-Richards Case 


Before the Emeloid case, another, the 
Paramount-Richards case," was usually cited 
to show that there was some risk of the 
premiums being held to be constructive divi- 
dends.* In that case, a movie company and 
Richards agreed to form a corporation, with 
the stock to be divided equally between 
them. Richards was to manage the com- 
pany for a fixed salary. The stockholders 
were to cause the corporation to insure 
Richards’ life for $250,000 if he proved to 
be insurable .at standard rates. Richards’ 
estate, or his designee, was to be the bene- 
ficiary. If Richards died, the movie com- 
pany was to have the option to buy Richards’ 
stock at a_ stipulated price. However, 
if the insurance had not been procured on 
Richards’ life, then $125,000—one half of 
the amount of the proposed insurance—was 
to be added to the price to be paid to Rich- 
ards’ estate for his stock. The corporation 
was formed, the stock issued and the in- 
surance procured. The main question in the 
case was whether the premiums should be 
regarded as additional compensation to 
Richards or as dividends. Since the in- 
surance was obviously designed to benefit 
not only Richards, but also the movie com- 
pany, the premiums were held to be divi- 
dends. 


The situation in the Paramount-Richards 
case is clearly distinguishable from the con- 
ventional stock-retirement situation. The 
corporation was not a party to the agreement. 
It had neither opportunity nor obligation to 
buy Richards’ stock in case he died, and was 
not named the beneficiary of any of the in- 
surance. 


held that a sale by the main stockholders of 
some of their stock to the corporation did not 
result in a dividend under Section 115(g)—this, 
despite the fact that new stock could just as 
well have been created and the ‘‘bail-out’’ thus 
avoided. 


153 F. (2d) 602 (CCA-5, 1946), aff’'g CCH 
Dec. 14,085(M). 


1% For example, see Danzig’s article, cited 
footnote 3, which was answered in Mannheimer 
and Friedman, ‘‘Stock Retirement Agreements,’’ 
28 TAXES—The Tax Magazine 423 (May, 1950). 
See also Smith, ‘‘Disposition of Business Inter- 
ests at Death,’’ 28 Taxes—The Tax Magazine 
1238 (December, 1950), at pp. 1239 and 1242. 
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Business-Purpose Doctrine 
Inapplicable 


How does the business-purpose doctrine, 
especially as construed in the much-dis- 
cussed Transport Trading & Terminal case," 
affect the problem of constructive dividends? 


First, a glance at that case. In the 
Transport case, a wholly owned subsidiary 
made arrangements to sell an asset for 
$580,000—its basis was $20,000, so that its 
gain would have been $560,000. The sub- 
sidiary, however, transferred the asset to 
the parent corporation as a dividend. The 
parent included the dividend in its return 
at $580,000, of which, however, only fifteen 
per cent was taxable, because the dividends 
received credit under Section 26 (b). The 
parent carried out the sale for $580,000, 
but, of course, realized no taxable gain. 
The court, announcing its intention to apply 
the business-purpose doctrine to any trans- 
action whatsoever “entered upon for no 
other motive but to escape taxation,” sus- 
tained the Commissioner in taxing the sub- 
sidiary as though the sale had been made 
by it. The Transport case created a stir 
because, according to most commentators, 
it cast aside the distinction theretofore 
drawn by the cases between sham and real 
transactions—the dividend being regarded 
as a real transaction.* 


It is submitted that there has never been 
a clear dividing line between real and sham 
transactions.” To quote Rabkin,” “The 
trouble with reality, it seems, is that it 
means different things to different people. 
In the field of tax avoidance it would be 
quixotic to ask that all rules be set out with 
precision.” To this Rabkin adds that the 
tax cases dealing with the business-purpose 
doctrine can be explained only by admitting 


17 Commissioner v. Transport Trading & Ter- 
minal Corporation, 49-2 ustc { 9337, 176 F. (2d) 
570 (CA-2). 


18 Bittker, ‘‘What Is ‘Business Purpose’ in Re- 
organizations?’’ Proceedings of the New York 
University Eighth Annual Institute on Federal 
Taxation 134, 137; Beck, ‘‘The Court Holding 
Company Problem,” Proceedings of the New 
York University Eighth Annual Institute on 
Federal Taxation 955, 967. 

1% Thus, transactions that start out as real 
can, due to the passage of time and events 
beyond the control of the taxpayer, get to look 
sham; John Randolph Hopkins, CCH Dec. 
17,811, 15 TC —, No. 26 (1950), or even become 
sham. National Investors Corporation v. Hoey, 
44-2 ustc { 9407, 144 F. (2d) 466 (CCA-2). 

2 Rabkin, ‘‘The Close Corporation—Through 
the Looking Glass,’’ Proceedings of the New 


that there is developing a new type of prop- 
erty concept, “which presupposes that a 
taxpayer is not free to choose a course of 
action which would pay the Treasury 
less.” 


Maybe it just boils down to a question of 
the degree to which the tax-saving motive 
shaped the transaction. Under this view, 
the Transport case did not enlarge the busi- 
ness-purpose doctrine, but merely confirmed 
the court’s determination to strike down 
a transaction, the dominating purpose of 
which is to minimize taxes, regardless of its 
form. In any case, the prospect seems to 
be that the business-purpose doctrine will 
be invoked in situations where otherwise 
the tax result would be hard to stomach— 
ones in which, to quote Professor T. H. 
Powell of the Harvard Law School, “the 
court begins its syllogism with the major 
premise of ‘My God!’”” 


Nevertheless, even under this somewhat 
unpredictable state of law—or judicial legis- 
lation, if you prefer—there néed be no oc- 
casion for concern as to stock-retirement 
agreements funded by insurance. They are 
not preferred to buy-and-sell agreements 
“for no other motive but to escape taxa- 
tion.” One insurance company counsel 
writes, “While I point out the... tax con- 
siderations, it has been my experience that 
in choosing between a stock purchase agree- 
ment to which a corporation is a party and 
one to which it isn’t, officer-stockholders 
incline toward the former, regardless of tax 
or other consequences, because they think 
of their stockholdings in terms of their 
business and feel, therefore, that the busi- 
ness and not they, as individuals, should 
apply for and pay for the insurance.”™ 
Moreover, in some instances a stock-retire- 
ment agreement is more expensive taxwise 
than a buy and sell agreement.* In any 


York University Highth Annual Institute on 
Federal Taxation 664, 670 (1950). 


21 Rabkin, article cited, footnote 20, at p. 672. 
See to the same effect Schlesinger, ‘‘Gregory 
Guards the Code,’’ 28 TAxEsS—The Tax Magazine 
1085, 1094 (November, 1950). 


22 Ivins, ‘‘The Bazley Case and Developments 
as to Reorganization Interests,’’ 2 The American 
University Tax Institute Lectures, 279, 280 
(1949). 


23 Hamilton, ‘‘Should the Corporation Be a 
Party to a Stock Purchase Agreement?’ 4 Jour- 
nal of the American Society of Chartered Life 
Underwriters 44, 52 (1950). 


2% As to when a stock-retirement agreement 
will save taxes, see Hamilton, article cited, 
footnote 23, at p. 51; Currie, ‘‘Buy and Sell 
Agreements,’’ Wisconsin Law Review, January, 
1950, p. 12, 16ff. 
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event, the permanent benefits which a 
stock-retirement agreement funded by in- 
surance brings to the corporation, precludes 
it being treated as a mere tax-avoidance 
device designed to siphon off corporate 
surplus for the benefit of the stockholders. 


Purchase Price as Dividend 
to Decedent 


When the decedent dies and his stock is 
bought, the situation is governed by Sec- 
tion 115 (g), which is nothing but a statu- 
tory declaration that the constructive divi- 
dend doctrine shall apply to stock redemp- 
tions. It prescribes that when a corpora- 
tion buys™ back its stock at such time 
and in such manner as to make the purchase 
essentially equivalent to the distribution of 
a taxable dividend, the amount paid for the 
stock, to the extent that it represents a 
distribution of earnings, shall be treated 
as a taxable dividend. The regulation under 
Section 115 (g)™ provides, in effect, that 
if a corporation buys all of a stockholder’s 
stock, so that he ceases to be interested in 
the affairs of the corporation, then the 
transaction is a partial liquidation—and 
there is no dividend. The reason is that 
when a stockholder is entirely bought out, 
the transaction loses all resemblance to an 
ordinary dividend.” 


Because of this regulation, a run-of-the- 
mill stock-retirement agreement poses no 
problem so far as the decedent is con- 
cerned, for it covers all the decedent’s 
stock, which, incidentally, is just as it 
should be, bearing in mind the customary 
objectives of the agreement. But suppose 
the decedent’s family owns some stock in 
its own right.* In at least one unreported 


2 **Buy’’ is used in the text because if the 
stock is bought by the corporation, the fact 
that it is held as treasury stock does not bar 
the purchase price being taxed as a dividend 
under Section 115(g). James F. Boyle, CCH 
Dec. 17,721, 14 TC 1382 (footnote 7) (1950). 


2° Regulations 111, Section 29.115-9. 


27 Miller, ‘‘Stock Redemptions,’’ Proceedings 
of the New York University Sixth Annual In- 
stitute on Federal Taxation 307, 313 (1948). 


7 Suppose the wife owns stock and she pre- 
deceases the husband—some agreements provide 
for a bequest of the stock to the husband. How 
about a sale to the husband instead? In many 
instances, it would avoid increasing his estate 
and thus save death taxes when he dies. 


2 Kennedy, ‘‘Sec. 115(g) and the Disposition 
of Closely Held Interests,’’ Proceedings of the 
New York University Highth Annual Institute 
on Federal Taxation 396, 398ff. (1950); Katcher, 


case the Commissioner has taken the posi- 
tion that the family is the equitable owner 
of the stock held by the estate, and that 
when the corporation purchases all the 
decedent’s stock, the effect is the same as 
if a dividend had been paid to the family. 
As yet, there are no reported cases or rul- 
ings on this situation.” 


Suppose there is not enough insurance 
to pay for the decedent’s stock and the 
agreement calls for paying the decedent in 
installments and for proportionate de- 
liveries of the stock against payment—and 
after paying for part of the decedent’s stock 
the corporation defaults. Though there is 
no case on the point, it seems plain that 
the installment payments would not be re- 
garded as essentially equivalent to the dis- 
tribution of a taxable dividend within the 
meaning of Section 115 (g). Those seeking 
certainty, however, might consider the ad- 
visability of making provision in the agree- 
ment for the dissolution of the corporation, 
in the event that the default is not cured.” 


Suppose the agreement calls for the pur- 
chase of only part of the stock. Though 
there seem to be no recorded cases cover- 
ing this situation, barring exceptional cir- 
cumstances such as an immediate contraction 
in the corporation’s business activities, the 
purchase price would be taxed as a divi- 
dend.™ This situation, plus the fact that 
many estates lacked sufficient liquid assets 
to pay death taxes, caused many close 
corporations to be liquidated or sold to 
larger corporations. Thus, family corpora- 
tions that should have been continued came 
to an end, and a trend toward the con- 
centration of industry was accentuated. The 
problem has now been somewhat alleviated 
by Section 209 of the Revenue Act of 1950 
which adds a new subdivision (3) to Sec- 
tion 115 (g). The new subdivision provides, 


“The Forgotten Basis,” 48 Michigan Law Re- 
view 465, 466, footnote 5; Miller, article cited, 
footnote 27, at p. 324; Cohen, ‘Estate Plan- 
ning: The Case of Mr. Burch,’’ Proceedings of 
the New York University Seventh Annual Insti- 
tute on Federal Taxation 659, 669ff. 

% But a dissolution may not adequately pro-. 
tect the decedent’s family. At a forced sale 
the decedent’s widow would be no match for a 
survivor armed with a thorough knowledge of 
the value of the corporate assets and ready to 
put them to use in a new business of his own. 
It would seem the agreement should provide 
that the first proceeds of the dissolution should 
go toward paying the decedent the price fixed 
by the agreement. 

31See Kennedy, article cited, footnote 29, 
at p. 397; also Miller, article cited, footnote 27, 
at p. 313. 
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in substance, that if the value of the stock 
of a corporation comprises more than fifty 
per cent of the value of the “net estate,” ™ 
then a redemption of part of the stock, to 
the extent necessary to pay death taxes, 
shall not be taxable as a dividend.* 


Purchase Price 
as Constructive Dividend to Survivor 


If the purchase price is a dividend at 
all, it is a dividend to the recipient, the 
decedent. But what happens taxwise if a 
corporation has, say, two stockholders, A 
and B, and if the corporation buys B’s stock 
after A has agreed to make the purchase 
personally? This, in substance, was the 
situation in the Wall case.™ 


If A is personally bound to buy B’s stock, 
then for tax purposes the transaction is split 
into two parts. A is regarded as having re- 
ceived the purchase price from the corpora- 
tion as a dividend, and then having personally 
bought B’s stock. It is only on this theory 
that two taxes on the money used to buy 
B’s stock can be justified. Incidentally, A 
should in some way then be compensated 
taxwise—but just how is the tax mystery 
that remains to be solved.” 


There’s a somewhat similar situation in 


which a constructive dividend could prop- 
erly be imposed on A. Suppose A causes 
the corporation to buy B’s stock at an ex- 
cessive price, in order to induce B to with- 


draw a will contest. This assumed case 
differs from the Fischer case (discussed 


82 Incidentally, the fifty per cent limitation is 
an oversimplification because it disregards too 
many other relevant factors. As a result it 
will work out inequitably. Paying death taxes 
may prove more difficult for an estate with only 
forty per cent invested in the stock of a close 
corporation, but possessing no liquid assets, 
than it is for an estate with, say, sixty per 
cent invested in the stock of a close corporation 
and with the remaining forty per cent invested 
in readily marketable securities. Another ex- 
ample—suppose a man worth $300,000 has stock 
in a family corporation which is worth $100,000. 
In his will he has availed himself of the maxi- 
mum marital deduction. Consequently, his net 
estate will be only $150,000, and his stock worth 
$100,000 will qualify the estate for relief under 
the new subdivision 3 of Section 115(g). Then 
his wife is killed in an accident. There is no 
change in his assets, but nevertheless, his net 
estate jumps to $300,000 and will no longer 
qualify for such relief. To make matters 
worse, his aggregate death taxes will jump if, 
say, he is a New Yorker, from $19,000 to $64,600. 
The result is that when the tax is small, relief 
is granted, but when the tax is large, relief 
is denied. 

%3If there is no stock-purchase arrangement, 
then a minority stockholder who desires to get 
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above) in only one material respect. In the 
Fischer case, the corporation received a bene- 
fit for paying an excessive price for the 
stock, namely, the withdrawal of the re- 
ceivership proceedings. But in the assumed 
case, the corporation receives no benefit for 
the excessive price paid to B for his stock 
and, therefore, for tax purposes, what the 
corporation pays to B is severed. To B 
as stockholder it pays the fair price of his 
stock; to B as outsider it pays an additional 
amount to settle a will contest which bene- 
fits only A. This additional amount is tax- 
able as a constructive dividend to A. 


The possibility of a stock-retirement 
agreement resulting in a constructive divi- 
dend to the survivor must be watched, 
especially in connection with combination 
arrangements—a subject mentioned later. 


Estate Taxes 


In 1942, when the estate tax law was 
amended, a new regulation was promul- 
gated, saying that a decedent is deemed to 
pay a life insurance premium so as to ren- 
der the policy includible in his estate for 
estate tax purposes, “if payment is made by 
a corporation which is his alter ego.”* 
Because of this regulation it has been argued 
that there is a “potential danger” that in- 
surance, taken out to implement a stock- 
retirement agreement, may be included in 
the decedent’s estate.” 


In 1942, when Congress decided to 
clarify the estate tax law, that portion of 


the benefit of the new law should procure a 
commitment from the corporation obligating it 
to purchase an appropriate part of his stock 
at the time of his death—and such a commit- 
ment could be funded by life insurance. The 
ownership of the insurance by the corporation 
should prevent the premiums from being taxed 
as constructive dividends and the new statute 
would protect the proceeds. 

. 4% Wall v. U. 8., 47-2 ustc J 9395, 164 F. (2d) 
462 (CCA-4). See also Ruphane B. Iverson, CCH 
Dec. 8372, 29 BTA 863 (1934); George D. Mann, 
CCH Dec. 9108, 33 BTA 281 (1935). 

35 Does the cost basis of B’s stock jump to 
A’s? Katcher, article cited, footnote 29, at 
Pp. 465, says there is no statutory justification 
for jumping bases, and also that until this 
mystery is solved for ‘‘victims’’ of Section 
115(g), the section will remain ‘‘a one-way 
street in the Commissioner’s favor’’ (p. 482). 
Compare the court of appeals opinion in the 
Snite case (footnote 7), p. 823, and comment 
thereon in R & J, C3, Section 7 (October, 1950 
supplement). 

% Regulations 105, Section 81.27. 

7R & J 12, Section 6; Polisher, Estate 
Planning and Estate Tax Saving, Vol. 1, p. 215; 
Rohrlich, Organizing Corporate and Other. Busi- 
ness Enterprises, p. 367. 
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its committee report dealing with direct 
or indirect premium payments said: 


“This provision is intended to prevent 
avoidance of the estate tax and should be 
construed in accordance with this ob- 
jective.” * 


Then the report gave various examples, 
including this: 

“A decedent similarly pays the premiums 
or other consideration if payment is made 
by a corporation which is his alter ego.” 


It is this sentence that became the “alter 
ego” regulation under discussion, and doubt- 
less it will be construed in the light of 
its history and purpose. Since the con- 
ventional stock-retirement agreement funded 
by insurance is by no means a device to 
avoid estate taxes, there would seem to be 
no reason for fearing that the insurance will 
be included in the decedent’s estate for 
estate tax purposes.” 


In any case, the question is usually aca- 
demic. It is established by the case law 
that if the insurance which funds the agree- 
ment is includible in the decedent’s estate, 
then the value of the decedent’s stock will 
be excluded pro tanto. There were cases 
to this effect before the passage of the 1942 
act,” and in 1950, in the Tompkins case,“ 
the Tax Court held to the same effect. 
Even after the Tompkins case there were 
some who still clung to their doubts, but 
then the Commissioner acquiesced in the 
Tompkins case.” 


From the foregoing, it follows that the 
inclusion of the insurance proceeds will 
make no difference in the amount of the 
decedent’s estate taxes, unless the price of 
the stock is less than the insurance pro- 
ceeds, which is seldom the case. 


388 House Report No. 2333, 77th Congress, 2d 
Session, p. 162 (1942); Senate Report No. 1631, 
Tith Congress, 2d Session, p. 235 (1942). 


39 To this effect see Laikin and Lichter, ‘‘Sur- 
vivor Purchase Agreements,’’ 26 TAxES—The 
Tax Magazine 931, 936 (October, 1948); White, 
work cited, footnote 1, at p. 370; Pedrick, 
“Major Aspects of Life Insurance in Estate 
Planning,’’ 27 TAxES—The Tax Magazine 1143, 
1146 (December, 1949); Fink, ‘‘Tax Funda- 
mentals of Life Insurance Planning,’’ 27 TAXES 
—The Tax Magazine 575, 582 (June, 1949). See 
also Wilson v. Crooks, 1931 CCH Standard Fed- 
eral Tax Reports { 9554, 52 F. (2d) 692 (DC 
Mo.); John Randolph Hopkins, footnote 19. 
But, compare Paul, Federal Estate and Gift 
Taxation (1946 Supplement), p. 364ff., and Foo- 
saner, ‘‘When Are Life Insurance Premiums 
Paid Directly?’’ 25 TAxEs—The Tax Magazine 
726 (August, 1947). 


© Boston Safe Deposit & Trust Company, 
CCH Dec. 8561, 30 BTA 679 (1934); M. W. 
Dobrzensky, CCH Dec. 9298, 34 BTA 305 (1936); 





Section 102 


The body of opinion as to whether an 
accumulation of earnings to implement a 
stock-retirement agreement invites a pen- 
alty under Section 102 reminds one of 
Stephen Leacock’s horseman who, spring- 
ing to his steed, galloped off madly in all 
directions. 


There are three main causes for the con- 
fusion on this subject. First, the lack of 
any jtdicial precedents worthy of the 
name;* second, the fact that in theory, 
at least, the imposition of the tax depends 
on the taxpayer’s state of mind “—an en- 
graved invitation to uncertainty—and last, 
but not least, a difference of opinion as to 
the meaning to be accorded to the term 
“business” as used in subdivision (c) of 
Section 102 which, in effect, prima facie 
penalizes accumulation of profits “beyond 
the reasonable needs of the business.” 


Does business in this context exclude 
mediate business objectives, such as buying 
out a deceased stockholder? Some argue 
that insurance earmarked to fund a stock- 
retirement agreement is immune against 
attack under Section 102, because, if need 
be, it could be used as key-man insurance, 
or for other business purposes such as 
credit stabilization or procuring bank loans.* 
On the other hand, it is argued that such 
insurance augments vulnerability under 
Section 102, because it “certainly” is not the 
“business” of the corporation to buy its own 
stock. The only recent development on 
this subject is the Emeloid case, which 
factually is close enough to Section 102 to 
show which way the wind is blowing.“ 


In most situations, however, there is little 
occasion to worry about Section 102. Sec- 


Estate of John T. H. Mitchell, CCH Dec. 9902, 
37 BTA 1 (1938). 

*1CCH Dec. 17,325, 13 TC 1054 (1949). 

42 1950-1 CB 5. 

48 The few cases that are conventionally cited 
for such dim light as they cast on this subject 
are reviewed in Hilgedag, ‘‘Estate Planning in 
Income and Estate Building,’’ Proceedings of 
the New York University Fourth Annual Insti- 
tute on Federal Taxation 45, at 51ff. 

44 United Business Corporation of America v. 
Commissioner, 3 ustc {§ 1039, 62 F. (2d) 754 
(CCA-2, 1933). 

# Hamilton, article cited, footnote 23, at 
p. 52; Hilgedag, article cited, footnote 43, at 
p. 49ff. 

46 Raum, ‘‘Stock Purchase Agreements Among 
Stockholders of Close Corporations,’’ Proceed- 
ings of the New York University Eighth Annual 
Institute on H'ederal Taxation 702, 706 (1950); 
Hirst, Business Life Insurance and Other 
Topics, p. 26 (1949). 

47 See Casey, ‘‘Business Insurance,’’ 89 Trusts 
and Estates 818, 819 (1950). 
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tion 102 becomes a serious consideration 
only when and if it is reasonable to antici- 
pate: (1) substantial earned surplus re- 
maining with the corporation after both 
salaries and taxes; (2) the failure to de- 
clare substantial dividends; and (3) stock- 
holders in high brackets.* 


Even when all these conditions exist, 
the amount of current earnings that would 
be used to pay premiums on insurance to 
implement the stock-retirement agreement 
will usually be small compared to the total 
corporate earnings. Consequently, the tax- 
payer’s status as to Section 102 will depend, 
in the main, on the use to which the re- 
maining earnings are put.” It will, therefore, 
be the rare case where the insurance, taken 
out to fund the stock-retirement agreement, 
will prove to be the proverbial straw. 


Comparison of Buy-and-Sell 
and Stock-Retirement Agreements 


Among others, the buy-and-sell form of- 
fers four advantages: 


(1) Under the buy-and-sell form the 
survivor is unconditionally bound to pur- 
chase, although this is not required in the 
case of a stock-retirement agreement. The 
state laws contain restrictions against the 
repurchase by a corporation of its own 
shares. Therefore, the right of the dece- 
dent’s estate to have his stock purchased is 
set upon the condition of the corporation 
finding itself after the decedent’s death in 
a position to carry out the agreement with- 
out running afoul of the law.” 


(2) Under the buy-and-sell form the 
various tax questions that have been dis- 
cussed above in connection with stock-re- 
tirement agreements are completely avoided. 


#% Incidentally, in cases involving such stock- 
holders, it is not unlikely that even if a tax 
is imposed under Section 102, the aggregate 
tax liability. of the corporation and its- stock- 
holders would prove less than if the corporation 
distributed its earnings by way of dividends. 
Stanley and Kilcullen, Federal Income Taz, 
p. 132. 

49 Millett, ‘“Key Man Life Insurance and Sec- 
tion 102,"" 1 Journal of the American Society 
of Chartered Life Underwriters 462, 469 (1947). 
Compare Eichenbaum, ‘‘Corporate Insurance on 
Stockholders’ Lives,’’ Proceedings of the New 
York University Eighth Annual Institute on 
Federal Taxation 714, 719 (1950). 

* Hamilton, article cited, footnote 23, at p. 46 
shows what the law is in each state. See also 
Laikin, work cited, footnote 1, at p. 14ff.; 
White, work cited, footnote 1, at p. 361ff. 

Topkin, Loring & Schwartz, Inc. v. Schwartz, 
249 N. Y. 206 (1928) is sometimes cited to show 
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(3) Under the buy-and-sell agreement 
the stockholder individually gains the right 
for himself or his estate to receive income 
on the death of his associate which, under 
Section 22 (b) (1), is tax-free income. 
Under the stock-retirement form the cor- 
poration owns the insurance, and it is the 
corporation which will receive the tax-free 
income. (If later distributed to the stock- 
holders as a dividend, the insurance pro- 
ceeds are taxable as ordinary income.) ™ 


(4) Finally, there is an advantage which 
does not seem to have been discussed before 
and is of peculiar interest at this time, in 
the light of the likelihood of the enactment 
of a new excess profits tax. Consider, with 
reference to insurance earmarked for stock 
purchase, what happens if stockholders de- 
termine to dissolve their corporation and 
form a partnership in its place. If the 
stockholders have entered into a buy-and- 
sell agreement with reference to their stock, 
stockholder A will hold insurance on the 
life of B, and vice versa. It will not require 
any change of ownership in the policies to 
use this insurance to fund a buy-and-sell 
agreement covering a newly formed partner- 
ship.” On the other hand, if the stock- 
holders have entered into a stock-retirement 
agreement implemented by insurance owned 
by the corporation, that insurance could not 
be used to fund a buy-and-sell agreement 
covering the newly formed partnership, 
unless the corporation transferred the policy 
on A’s life to B and the policy on B’s life 
tq A. And there is the rub. These would 
be transfers for value, and any gain there- 
after realized on the insurance would, under 
Section 22 (b) (2), be taxable as ordinary 
income. 


that even if the corporation has. a surplus, 
stock-retirement agreements are unenforceable 
in New York. Williams, ‘‘A Useful, Unenforce- 
able Contract,’’ 3 Journal of the American So- 
ciety of Chartered Life Underwriters 325, 327 
(1949). But, the Topkin case is never followed 
and can be disregarded. Hamilton, article cited, 
footnote 23, at p. 47ff.; Mannheimer and 
Wheeler, ‘‘Buy-Sell Agreements—Are Stock Re- 
tirement Plans Enforceable?’’ 88 Trusts and 
Estates T17 (1949). 


51 White, work cited, footnote 1, at p. 373. 
Compare Cummings v. Commissioner, 4 vustc 
1360, 73 F. (2d) 477 (CCA-1, 1934); Golden v. 
Commissioner, 40-2 ustc { 9565, 113 F. (2d) 590 
(CCA-3). 

52 Similarly, insurance used initially to fund 
a buy-and-sell agreement covering a partnership 
may be used to fund a buy-and-sell agreement 
covering a corporation created to replace the 
partnership. 
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Among others, the stock-retirement form 
has three advantages: ® 


(1) From the viewpoint of the stock- 
holder, the main advantage often is that 
he is not required to put his hand in his 
pocket to pay premiums on policies in- 
suring the lives of his associates. The 
practical importance of this advantage can- 
not be overemphasized. Many, if not most, 
stockholders would find it difficult, if not 
impossible, to carry business insurance out 
of income already depleted by taxes. As- 
suming they possess savings, they are un- 
derstandably reluctant to deplete them in 
order to carry business insurance.” 


(2) An advantage of the stock-retire- 
ment form, where there are three or more 


* stockholders, is that the agreement can con- 


tinue to operate after the death of the first 
stockholder, and all the remaining insurance 
still held by the corporation on the lives of 
the surviving stockholders can be utilized 
without a transfer for value under Section 
22 (b) (2). Thus, when stockholder A 
dies, the ownership of the insurance on the 
lives of stockholders B and C is not af- 
fected by A’s death—the corporation con- 
tinues to own it. However, under the buy- 
and-sell agreement, A would be the owner 
of policies insuring the lives of B and C. 
When A dies, if A’s estate sells to B the 
policy it owns insuring C’s life, the sale 
would constitute a transfer for value. Any 
gain thereafter realized by B on that policy 
would be taxable as ordinary income. 


(3) A stock-retirement agreement af- 
fords an opportunity for reducing the sur- 
plus of the corporation, but then if the sur- 
plus is large and if the agreement is funded 


53 See footnote 54. For a statement of the 
drawbacks of stock-retirement agreements, see 
Redeker, article cited, footnote 1, at p. 360. As 
to a_ stock-retirement agreement creating a 
potential increase of taxable capital gains to 
the survivor, see White, work cited, footnote 1, 
at p. 376. 


5 Hamilton, article cited, footnote 23, at p. 52. 


5 For further discussion, see Laikin, work 
cited, footnote 1, at p. 13ff.; Hirst, work cited, 
footnote 46, at p. 25. 


56 As to combinations generally, also unusual 
stockholder situations, see White, work cited, 
footnote 1, at p. 377, also 378ff. 


% Young, ‘Income Tax Aspects of Stock- 
holders’ Agreements,’’ Proceedings of the New 
York University Seventh Annual Institute on 
Federal Taxation 621, at p. 625ff.; Raum, article 
cited, footnote 46, at p. 706. 

The Wall doctrine would, on principle, seem 
applicable if corporate funds were applied to 
discharge a stockholder’s promise to ‘‘cause”’ 
Stock of the corporation to be purchased. How- 





by insurance there is the risk, already dis- 
cussed, under Section 102." 


Combination Arrangements 


Here are just three points concerning 
this broad subject: 


(1) Any combination agreement under 
which the survivor is bound, either pri- 
marily or jointly with the corporation to 
purchase the decedent’s stock, is dangerous 
because of the doctrine of the Wall case, al- 
ready discussed above.” In other words, 
such a combination affords a sound basis for 
taxing the purchase price as a dividend to 
the survivor. But does an agreement, which 
in one form or another calls for the corpora- 
tion to buy part of the decedent’s stock and 
the survivor to buy the rest, or vice versa, 
come too close to the Wail situation for 
comfort? There seems to be no case on 
the point, and the commentators are not 
in agreement.” Yet clearly there is 
danger if the survivor resells to the cor- 
poration the shares he bought. 


(2) Provided the stockholders do not 
object to using their own funds to carry 
business insurance, there is a combination 
which offers certain unusual advantages. It 
consists of a stock-retirement agreement 
which is funded by cross-insurance paid 
for and owned by the stockholders—and the 
agreement binds the stockholders to lend 
the insurance proceeds to the corporation 
when the decedent dies. Under this com- 
bination most of the advantages of a buy- 
and-sell agreement are retained and, in ad- 
dition, the survivor and the corporation 






ever, S. K. Ames, Inc., CCH Dec. 12,505, 46 
BTA 1020 (1942) holds to the contrary. 


58 Miller, article cited, footnote 27, at p. 322 
thinks it is safe; Raum, article cited, footnote 
46, at p. 706 seems to differ. Compare Ham- 
monds, ‘‘Buying Out a Stockholder,’’ Proceed- 
ings of the New York University Eighth Annual 
Institute on Federal Taxation 818, 824. Smith, 
article cited, footnote 16, at p. 1241 says: 

“If the stockholders purchase part and the 
corporation purchases the balance, it may be 
claimed either that the corporation is purchas- 
ing for the benefit of the surviving stockholders 
or that it is fulfilling a part of the stockholders’ 
obligations to purchase which they are unable 
to fulfill. If circumstances require this com- 
bination, the agreement, at the least, should 
obligate the stockholders to complete their pur- 
chase before the corporation makes its purchase. 
It can ther be argued that the corporation is 
buying all of the deceased stockholder’s stock, 
although the argument is rather transparent. 
Also, the exact number of shares to be pur- 
chased by each should be specified.’’ 
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gain the familiar tax advantages that are 
commonly associated with a thin corpora- 
tion.” 


(3) Several writers refer to a combina- 
tion arrangement pursuant to which the 
stockholders agree to vote their stock so 
as to cause the corporation to buy the dece- 
dent’s shares,” but the agreement makes 
no reference to insurance. The corporation 
takes out insurance on the lives of its 
stockholder keymen. Although the _in- 
surance can be regarded as key-man in- 
surance, nevertheless, the proceeds will be 
available to fund the agreement. The virtue 
claimed for this arrangement is that the 
insurance is divorced from the agreement, 
can be defended for tax purposes as key- 
man insurance and thus the tax risks of 
using a stock-retirement agreement are 
avoided. —Two comments, however, may be 
made: 


(a) So far as Section 102 is concerned, 
the amount of the insurance will, in many 
cases, prove excessive for key-man pur- 
poses—at least when the purchase is fully 
funded. Moreover, for key-man purposes, 
the government could argue that term in- 
surance—insurance limited to the productive 
years of the stockholders’ lives—would be 
sufficient. Incidentally, both these points 
were actually raised by the Commissioner 
in the Emeloid case. 


(b) Entirely apart from taxes the law 
is none too clear as to when such an agree- 
ment will be legal. An agreement to vote 
so as to cause the retirement of the dece- 
dent’s stock goes far beyond a stockhold- 
ers’ agreement merely to vote for certain 
directors. It aims to control directors in 
the exercise of their discretionary powers 
even after they are in office. An agreement 
purporting to limit directors in the ex- 


5° As to which advantages, see Bryson, ‘‘Stock- 
holder Loans; ‘Thin’ Capitalizations,’’ Proceed- 
ings of the New York Uniwersity Highth Annual 
Institute on Federal Taxation 732 (1950). 

6 White, work cited, footnote 1, at p. 361; 
Hamilton, article cited, footnote 23, at p. 53. 

* Lockley v. Robie, 276 App. Div. 291 (1950) 
and cases there cited. ‘‘For discussion of 
legality and enforceability of voting contracts, 
see note, ‘‘The Irrevocable Proxy and Voting 
Control of Small Business Corporations,’ 98 
University of Pennsylvania Law Review 408ff. 
(1950). 

& Long Park, Inc. v. Trenton-New Brunswick 
Theatres Company, 297 N. Y. 174 (1948) and 
cases there cited. 

8% Clark v. Dodge, 269 N. Y. 410 (1936); In-re 
Feinson’s Estate, 196 Misc. 590, 92 Supp. (2d) 
87 (1949), and cases there cited. 

6 Note 71 A. L. R. 1289. 

®§ Suppose all the stockholders are not parties 
or the draftsman is convinced that in his par- 
ticular jurisdiction even a slight impingement 
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ercise of their discretionary powers will not 


be enforced unless all the stockholders are 
parties.“ And even if all are parties, it will 
not be enforced if it purports to limit the 
directors generally in the exercise of their 
discretionary powers.” On the other hand, 
if all the stockholders are parties, it seems 
that such an agreement will be enforced 
if it impinges only slightly on the directors’ 
freedom to exercise their discretion.” But 
the cases sustaining slight impingement 
deal almost exclusively with two matters, 
namely, the election and the compensation 
of officers—as distinguished from prescrib- 
ing a specific corporate step, such as the 
redemption of stock.“ There seems to be 
no case dealing specifically with agree- 
ments to vote so as to cause the redemption 
of specified stock. 


This point should be watched because the 
parties want an enforceable agreement, not 
only for nontax reasons, but also because 
if the agreement is unenforceable it will 
not serve to peg the value of the decedent’s 
stock for estate tax purposes.® 


Conclusion 


To attempt a conclusion, to quote John 
Gunther, would be like trying “to squeeze a 
football into an inkwell.” Instead here is 
one impression: the matter of tax risks in 
connection with using a stock-retirement 
agreement funded by insurance has been 
overdone. In relatively few cases involving 
such agreements is Section 102 a risk, but 
in those cases it probably would be, even 
without the agreement. As to double estate 
taxes, and the premiums being taxed as 
constructive dividends, relax completely. 


[The End] 


would render the agreement illegal. The prob- 
lem of enforceability could be avoided, it seems, 
by having the stock-retirement agreement pro- 
vide that if the stock of the decedent has not 
actually been retired within a fixed period after 
his death, then all of the stockholders bound by 
the agreement must vote for directors to be 
nominated by that stockholder, or those stock- 
holders seeking the retirement of the decedent’s 
shares—as distinguished from that stockholder 
or those stockholders who oppose it. (It must 
be recognized that if the stockholders them- 
selves are not the directors, some method would 
have to be worked out to overcome the possi- 
bility of a dispute as to which stockholders 
favored and which opposed the retirement.) 
Such an agreement would overcome any doubt 
as to illegality, but would not serve to peg the 
value of the decedent’s stock for estate tax 
Purposes. On the other hand, there would 
seem to be no reason why a voting agreement, 
if legal, should not prove sufficient for that 
purpose. 
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How to Terminate a Pension Trust 
By HARMON ACKERMAN 


STEP-BY-STEP INSTRUCTIONS BY A NEW YORK CITY ATTORNEY 
ON PENSION TERMINATION PROCEDURES 


This article is reprinted from the 
Labor Law Journal for March, 1951 


| SEEMS ODD to write concerning the 
termination of a pension trust, at this 
time. This question has arisen, does arise 
and will continue to arise from time to 
time. The ten-year rule of the Treasury 
Department is only a prima-facie rule and 
not a statute of limitation. Neither is the 
defense of res judicata available. 


The present excess profits tax, the freez- 
ing of wages and waning manpower will 
have a tendency to induce new pension 
plans. Old pension plans for the same 
reasons will be amended to provide increased 
benefits. Yet, with all this, some pension 
plans will be forced to liquidate. The 
same reasonings that existed in 1943-1944 
and 1945 are again becoming factors in 
seeking new pension plans in order to keep 
the employees at their jobs. New ideas 
will crop up and it will not be surprising 
to see an agreement based upon the present 
value of one dollar and the future value of 
one dollar or the benefits based on the rise 
and fall of the “Cost of Living Index.” We 
have plenty of literature on the subject of 
pensions. I still advise caution for the 
reader. One should not rush into such a 
plan without careful study. If possible, 
obtain the advice of an expert. Careful 
planning now will save heartaches later. 
You are dealing with human beings and 
they deserve your utmost consideration. 
You and your employees are entitled to the 
best that your proposed expenditure will 
purchase. Be sure that your agreement is 
carefully drawn with power to amend as 
the exigency arises. Careful consideration 
should also be given to the income tax laws, 


How to Terminate Pension Trust 


so that, in the event of termination, the tax 
will not take an undue proportion of the 
fund or remaining benefits. 


Some approved pension plans have al- 
ready fallen by the wayside. According to 
the Annual Reports of the Commissioner 
of Internal Revenue, we find that from 
June 30, 1946, to June 30, 1947, over 100 
termination rulings were issued, shown un- 
der the heading “Effect on Prior Qualifica- 
tion Because of Termination.” In 1948, the 
department had over 300 applications on 
hand and 275 rulings were issued. In 1949 
the department received 235 new applica- 
tions for termination. A letter received from 
the office of the Commissioner shows that 
as of November 30, 1950, rulings totaling 
1,059 had been issued. These annual reports 
also show that over 400 rulings were issued 
involving curtailment of the benefits of these 
plans. The reasons given for discontinu- 
ance of the pension plans are not shown 
in these annual reports. In actual practice 
each application must stand on its own merits. 


Insured-Approved Plans 


I have been in communication with sev- 
eral life insurance companies, and it is in- 
teresting to learn that only an infinitesimal 
number of insured-approved plans have 
been terminated. The reason for this favor- 
able showing of the life companies is easy 
to be found. After the first rush of 1943, 
standards were set up and adhered to. The 
financial status of the employer was investi- 
gated as well as his business ability to 
continue the plan in the future. 

What are the reasons for termination? 
The answer is not simple. The financial 
drain of the plan may be a leading cause. 
At least it would seem so at first blush. 
However, I doubt it, as the bankruptcy 
records do not disclose any such cases. 
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Only one or two cases have appeared in 
the Federal Reports. The records of the 
life insurance companies show a negligible 
number of insured-approved plans that have 
so terminated. Therefore, there must be 
other causes for termination. Consolidation 
and sale of business is high on the list. 
Union pension plans account for a number 
of terminations, followed by a switch to 
group annuity; dissatisfaction of employees 
or employers with the plan; change of busi- 
ness because of economic conditions; the 
taking over of the business by the federal 
government. There may be other causes, 
but the over-all picture shows that the above 
are the chief reasons given for termination. 


Termination Procedure 


How does one obtain a ruling to termi- 
nate a pension plan? After gathering all 
the facts and figures concerning the pension 
plan, a letter should be composed, addressed 
to the Commissioner of Internal Revenue, 
Washington 25, D. C., Attention: Pension 
Division. In this letter you outline the 
reasons for termination, giving facts and 
figures. You will then hear from the field 
office with a request to file data and in- 


formation outlined in PS No. 60. This 
information consists of date of termination; 
statement as to whether any of the funds 
would revert or become available to the 
employer; statement as to whether any of 
the funds were contributed or invested in 
obligations or property of the employer or 
related company. There must be submitted a 
yearly tabulation in columnar form of data 
for each of the twenty-five highest-paid em- 
ployees and for all other employees as a 
single group. In this tabulation, the name 
should be set forth; office held; percentage 
of stock held; total compensation; employ- 
ee’s contribution; employer’s contribution; 
shares of each in forfeitures; percentage 
for each in ratio to total for all; value of 
benefits to be distributed; number of par- 
ticipants at beginning of each period; number 
dropped and those remaining at the end of 
each period; financial status of the plan; 
and finally total computations for each 
heading. A balance sheet for the last tax- 
able year is submitted and a statement 
of net earnings and taxes paid for each of 
the years of the plan. The field office is 
very helpful and no trouble should be en- 
countered if the information and data are 
correct and in detail, [The End] 


BETTER GET A HORSE 


(This tabulation was presented to the House Ways and Means Committee by a 
representative of the Automobile Manufacturers Association.) 


$475 Tax in a $2,000 Car Delivered in Detroit 
to a Resident of Michigan 


Estimated taxes accrued on materials, parts and their trans- 
portation prior to receipt by automobile manufacturer 


Estimated income and other taxes paid by automobile manu- 
facturer, exclusive of federal excise tax 


Federal excise taxes on car, including radio and heater 


Dealer’s property, income and other taxes 


Michigan sales tax 


License plate and title on car 


Federal and state excise or sales tax on five gallons of gas 


and six quarts of oil 


Total taxes on new car, ready for use 


Note: 


40 


$475.75 


Items (1) and (2) exclude social security taxes, both company share and 


employee share. Individual income taxes on wages and salaries paid to employees engaged 
in the multifarious processes from mining and the production of raw materials to the 
manufacture of parts and accessories, their transportation, and the final assembly of the 


automobile, are of course likewise excluded. 
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6¢¢ \HARITY begins at home... ,”? but 

like many another maiden in this work- 
aday world, she may subsequently go to 
business. In such circumstances, the taxing 
officials are apt to take a decidedly unchari- 
table view of the whole proceeding. 

For some three hundred years, the Sacred 
Order of Priests fulfilled its organizational 
purpose in the Philippine Islands—the carry- 
ing on of religious, benevolent, scientific and 
educational activities. To conduct this vast 
program, the organization was incorporated 
and owned real estate and securities, the 
income from which financed its good works. 
In addition to rent, dividends and interest, 
the corporation derived a small amount of 
additional income (three per cent of the 
total) from sales of wine and chocolate of 
its own manufacture? to institutions within 
the religious order. “I am now here on busi- 
ness,” announced the insular collector one 
fine day, “just as you are now here on 
business, for you are no lenger operating 
exclusively for religious, charitable and edu- 
cational purposes; you are operating for 
business and commercial purposes in that 
you use your properties to produce income 
when you trade in wine and chocolate.” 
“But,” explained the corporation, “we devote 
this income exclusively to religious, etc., 
purposes, the limited trading (if it can be 
called such) being purely incidental to the 
pursuit of those purposes since it has, in no 
sense, a distinct or external ,purpose.” 
“Business is business,” the collector retorted 
with virtually irrefutable logic as he pulled 
forth some tax blanks he happened to have 
in an inside pocket. 


On January 14, 1924, Mr. Justice Van 
Devanter delivered the opinion of the Su- 
preme Court: * 


1Thomas Browne, Religio Medici (London, 
Robert Scott, Thomas Bassett, Richard Chiswell 
and the Executor of John Wright, 1685), p. 37. 

*“The greatest single influence upon wine 
has been the Church. Indeed, the development 
of the vine has accompanied the spread of 
Christianity. . Even in the United States, 


Tax Classics 


XLI 


Trinidad v. Sagrada Orden 
de Predicadores 


‘‘lt Is More Blessed to Give 
Than to Receive”’ 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 


“Whether the contention is well taken 
turns primarily on the meaning of the ex- 
cepting clause, before quoted from the tax- 
ing act. ‘Two matters apparent on the face 
of the clause go far towards settling its 
meaning. First, it recognizes that a corpo- 
ration may be organized and operated_ex- 
clusively for religious, charitable, scientific 
or educational purposes, and yet have a net 
income. Next, it says nothing about the 
source of the income, but makes the destina- 
tion the ultimate test of exemption. 

“Evidently the exemption is made in 
recognition of the benefit which the public 
derives from corporate activities of the class 
named, and is intended to aid them when 
not conducted for private gain. Such activi- 
ties cannot be carried on without money; 
and it is common knowledge that they are 
largely carried on with income received from 
properties, dedicated to their pursuit. This 
is particularly true of many charitable, scien- 
tific and educational corporations and is 
measurably true of some religious corpora- 
tions. Making such properties productive 
to the end that the income may be thus 
used does not alter or enlarge the purposes 
for which the corporation is created and 
conducted. And in our opinion the 
excepting clause, taken according to its letter 
and spirit, proceeds on this view of the 
subject. 

“The plaintiff, being a corporation sole, 
has no stockholders. It is the legal repre- 
sentative of an ancient religious order the 
members of which have, among other vows, 
that of poverty. According to the Philippine 
law under which it is created, all of its 
properties are held for religious, charitable 
and educational purposes; and according to 
the facts stipulated it devotes and applies to 
those purposes all of the income—rents, 


the vinicultural history of California begins 
with the efforts of Fray Junipero. a Dominican 
missionary. ...’’ Harold J. Grossman, Gross- 
man’s Guide to Wines, Spirits and Beers (New 
York, Charles Scribner’s Sons, 1943), p. 14. 

3 Trinidad v. Sagrada Orden de Predicadores, 
1 ustc { 88, 263 U. S. 578 (1924). 
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dividends and interest—from such prop- 
erties. In using the properties to produce 
the income, it therefore is adhering to and 
advancing those purposes, and not stepping 
aside from them or engaging in a business 
pursuit. 


“As respects the transactions in wine, 
chocolate and other articles, we think they 
do not amount to engaging in trade in any 
proper sense of the term. It is not claimed 
that there is any selling to the public or in 
competition with others. The articles are 
merely bought and supplied for use within 
the plaintiff's own organization and agen- 
cies,—some of them for strictly religious 
use and the others for uses which are purely 
incidental to the work which the plaintiff 
is carrying on. That the transactions yield 
some profit is in the circumstances a negli- 
gible factor. Financial gain is not the end 
to which they are directed. 

“Our conclusion is that the plaintiff is 
organized and operated exclusively for reli- 
gious, charitable and educational purposes 
within the meaning of the excepting clause.” 


66” 


HE LEADING DECISION dealing 
with charities in business is the Sagrada 
case in the United States Supreme Court in 
1924... .”* “To date there have been no 
legislative or judicial changes in the rule 


that permits continued exemption from taxa- 
tion of its income so long as the organization’s 
funds have been used for the prescribed pur- 
poses, regardless of the sources of such 
funds: Trinidad v. Sagrada Orden de Predica- 
dores .... However, recent legislative rum- 
blings have been heard on this subject... .”° 


As a matter of semantics, “charitable” is 
to be construed broadly. “The term ‘chari- 
table’ is a generic term and includes literary, 
religious, scientific and educational institu- 
tions.” ° 


A nonprofit hospital was not deprived of 
that status because of “pay patients” and clinic 
rentals, for “such income was purely inci- 
dental, and apparently necessary, to the 
pursuit of the charitable purposes for which 
... [the hospital] was organized. The des- 
tination of the income is more significant 


* George R. Blodgett, ‘“Taxation of Business 
Conducted by Charitable Organizations,’’ Pro- 
ceedings of New York University Fourth An- 
nual Institute on Federal Taxation (1945), 
(Albany, Matthew Bender & Company, Inc., 
1946), p. 422. 

5 Edward N. Polisher, ‘‘Obtaining the Maxi- 
mum Benefit to the Charity,” Proceedings of 
New York University Seventh Annual Institute 
on Federal Taxation (1948) (Albany, Matthew 
Bender & Company, Inc., 1949), p. 723. 

®U. 8. v. Proprietors of Social Law Library, 
39-1 ustc { 9356, 102 F. (2d) 481 (CCA-1). 
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than its source.”* But where a cemetery 
company sold land and returned to its stock- 
holders, out of surplus, amounts beyond the 
requirements of a maintenance fund, the 
court said: “In the Sagrada case ... no 
individual had a personal interest in or pecuni- 
arily benefited from the operation of the 
company. ‘True enough, the fact that a 
cemetery company operates at a profit does 
not ipso facto deprive it of its right to exemp- 
tion. But if it has earnings and desires to 
maintain an exemption status, it must use all 
such income exclusively for the promotion 
and maintenance of the cemetery purposes 
for which it was created. Manifestly the 
instant taxpayer has not done that.’* 


Where an employees’ savings bank derived 
a small income from sales of printing to the 
employer, the court said: “it is true that the 
conduct of a printing plant is not a usual or 
incidental function of an ordinary savings 
bank, nevertheless, the .. . [employee bank] 
need not lose its exempt character . 
merely because it operated this printing 
plant. Cf. Trinidad v. Sagrada Orden de Pre- 
dicadores ....’* Similarly, an eleemosynary 
corporation was formed to carry on religious 
and charitable activities, but it served as 
trustee for three trusts. For this reason, 
the Commissioner claimed that external ac- 
tivities had vitiated the tax-exempt status. 
“In the light of the reasoning of ... [the 
Sagrada and later] cases, we cannot see 
that ... [the corporation’s] services as trus- 
tee, without compensation, during the lives 
of the beneficiaries, when the corpora and 
the income therefrom will ultimately go to 
religious, charitable or educational purposes, 
should deprive it of the exemption to which 
it is otherwise entitled.” ” 


A corporation could not claim that it had 
been organized exclusively for scientific, 
literary or charitable purposes if its sole 
shareholder was a private corporation. “In 
the present case we have seen that the des- 
tination of the . . . [subsidiary’s] income is 
the American Institute of Accountants . 
and its stock holding was not public in char- 
acter or nature.” ™ 


7 Goldsby King Memorial Hospital, CCH Dec. 
14,042(M), 3 TCM 693 (1944). 

8 West Lawrel Hill Cemetery Company v. 
Rothensies, 43-2 ustc { 9636, 139 F. (2d) 50 
(CCA-3). 

® Savings Feature of the Relief Department of 
the Baltimore & Ohio Railroad Company, CCH 
Dec. 8917, 32 BTA 295 (1935). 

10 Pasadena Methodist Foundation et al., CCH 
Dec. 13,544(M), 2 TCM 905 (1943). 

11 Journal of Accountancy, Inc., CCH Dec. 
5312, 16 BTA 1260 (1929). 


May, 1951 @© TAXES— The Tax Magazine 





Where a going business is subsequently 
incorporated as a charitable foundation, the 
profits to be used for beneficial objectives, 
exchisive operation for charitable purposes 
“does not mean that to come within the 
exemption a corporation may not conduct 
business activities for profit. The destina- 
tion of the income is more important than 
its source. See Trinidad v. Sagrada Orden 

.’” A corporation was organized for 


private profit, but after all of its stock was © 


bequeathed to a trust by the will of a philan- 
thropist, the charter was amended so that 
no part of its earnings would inure to the 
benefit of a private individual. This was 
exempt, for “it would be difficult to frame 
legislation against the doctrine in Roche’s 
Beach without at the same time changing 
the law as announced in Trinidad v. Sagrada 
Orden . and no one seems to want to 
do that. On the authority of the 


Trinidad and Roche’s Beach cases, and be- 
cause of the reorganization and legal birth 
[the present corporation] by the 
the exemption 


GF 
amendment of its charter,” 
was upheld.* 


Where a corporation’s stock subsequently 
became the corpus of a tax-exempt fund, 
however, mere change of ownership of the 
stock did not make the corporation’s income 
exempt. “The cases cited by the 
[corporation] stress the single statement 
of the Court in the Trinidad“ case that the 
destination of the income and not its source 
was the ultimate test of exemption. We must 
bear in mind, however, that there the Court 
was only considering whether an inconse- 
quential portion of the income of the tax- 
payer derived from sales to its own members 
and agencies prevented it from being oper- 
ated exclusively for charitable and educa- 
tional purposes. The primary purpose of 
the organization and operation of the tax- 
payer was not in question. When 
these cases, on which the corporation de- 
pends, are carefully read and considered in 
connection with the factual situation in- 
volved in each, we find that none of them 
supports the . . . [corporation] in its claim 
for exemption as a corporation organized 
exclusively for scientific or educational 
purposes.” *® 


% Roche’s Beach, Inc. v. Commissioner, 38-1 
ustc {| 9302, 96 F. (2d) 776 (CCA-2). 

13 Willingham v. Home Oil Mill et al., 50-1 
ustc J 9268, 181 F. (2d) 9 (CA-5). 

4 Actually, Trinidad was the collector. 

4% Universal Oil Products Company v. Camp- 
bell, 50-1 ustc { 9260, 181 F. (2d) 451 (CA-7). 
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A MACARONI COMPANY was acquired 
by some “friends of New York Uni- 
versity” who formed a new corporation for 
charitable, educational, etc., purposes to take 
over the assets of the old company and oper- 
ate them for the benefit of the university. 
“Perhaps it might be well to discuss first 
the question of whether this case is ruled 
by the Sagrada case. The conclusion has 
been reached that neither that case nor 
others like it are controlling here because 
each of those cases dealt with a corporation 
itself engaged in carrying on some religious, 
charitable, or educational activity, whereas 
the . . . [present company] is not engaged 
at all in that kind of work but is engaged 
in carrying on a regular commercial business 
as its only activity, that is, it is auxiliary to 
an educational institution but is not itself 
such an institution. . . . The old company 
was organized and operated exclusively to 
carry on a commercial business ata 
profit, and that corporation was not dis- 
solved but persisted, except for its corporate 
shell, inthe . . . [present company] through 
merger. Congress, in section 101(6), 
has not based the exemption solely on 
whether any part of the net earnings inure 
to the benefit of any private stockholder or 
individual, but has said that a corporation 
to be exempt must also have been ‘organized 
and operated exclusively’ for the purposes 
mentioned. The Court in the Sagrada 
case had this singleness of purpose in 
mind.” * “Well,” declared one observer, “we 
are glad to learn that our macaroni is getting 
straightened out. . . . Its curves and holes 
are headed straight towards the Supreme 
Court.” * 


The regents of the University of Cali- 
fornia owned stock in a utility formerly 
operated for profit. “There was no finding, 
nor any evidence warranting a finding, that 

[the corporation] was merged with 
or became a part of the Regents . . . or 
that [the corporation] and Regents 
were part of one enterprise. . . . The Board 
. . . Lof Tax Appeals] properly refused to 
disregard the existence of [the cor- 
poration] as an entity separate and apart 
from the Regents, for it did not appear that 

[the corporation] was Regents’ alter 
ego....”’*® A co-operative bookstore was 
run for the accommodation of students and 
faculty via rebates. ‘““The mere business of 


1% Mueller Company, CCH Dec. 17,652, 14 TC 
922 (1950). 

17 Leonard Houghton, ‘‘An Adirondack View,”’ 
20 New York Certified Public Accountant 408 
(July, 1950). 

18 Bear Gulch Water Company v. Commis- 
sioner, 41-1 ustc J 9201, 116 F. (2d) 975 (CCA-9). 
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selling books or other ‘general merchandise’ 
on a college campus, does not connote an 
‘educational purpose.’ The university itself 
was the sole institution which engaged in the 
instruction and education of its students and 
it alone would be entitled to the exemption 
permitted by the statute.” *” 


A religious school published and sold 
books and operated a library. Citing the 
Sagrada Orden case, one tribunal declared: 
“It is apparent that the Court regarded the 
general purpose and the primary functions 
and activities of the organization as the 
principal matters to be considered. That is 
to say, a corporation failing in the primary 
attribute of being a religious, charitable, 
scientific or educational organization re- 
quires no further consideration, for it is 
in no event within the exemption of the 
provision.” *” A religious group formed a 
corporation which maintained four colonies 
in South Dakota. The corporation was en- 
gaged in agricultural pursuits for the bene- 
fit of its members who contributed their 
property and services to it in return for 
support, maintenance, instruction and edu- 
cation: for themselves and their families. 
“We think that the recital of the purposes 
of the corporation excludes it from the class 
exempted by the statute. It is distinctly 
different from that of Trinidad v. Sagrada 
Orden. Certainly it may not be said 
that no part of the net income inured to the 
- benefit of any individual. It was for the 
benefit of its members. Nor can it be said 
that such a corporation was operated ex- 
clusively for a religious purpose within the 
meaning of the exemption clause in the 
act. A leas 

A county fair association conducted horse 
racing which, said the Commissioner, took 
it out of the class exempt by reason of its 
“religious, charitable, scientific, literary, or 
educational purposes,” but “the Supreme 
Court has recognized that an otherwise tax- 
exempt charitable organization does not lose 
its exemption from tax merely because it 
has incidental income from other sources. 
Trinidad v. Sagrada Orden ... . Likewise, 
we think that a fair association does not 
lose its character as one operated exclusively 





1 Stanford University Book Store v. Helver- 
ing, 36-1 ustc {§ 9214, 83 F. (2d) 710 (CA of 
Em. C.). 

2 Unity School of Christianity, CCH Dec. 1435, 
4 BTA 61 (1925). 

21 Hofer et al. v. U. S., 1 ustc § 287, 64 Ct. Cls. 
672 (1928). 

22 Connelly, CCH Dec. 15,080, 6 TC 744 (1946). 

23 Bdward Orton, Jr., Ceramic Foundation, 
CCH Dec. 16,032, 9 TC 533 (1947), aff'd 49-1 
ustc { 9225, 173 F. (2d) 483 (CA-6). 
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for scientific and educational purposes be- 
cause of incidental features, such as horse 
racing, which are designed to increase at- 
tendance.” ” 


A foundation was set up to aid and pro- 
mote the science of ceramic engineering. It 
operated a going business consisting of the 
manufacture and sale of pyrometric cones. 
“The manufacture and sale of the standard 
cones was not the ultimate purpose of the 
foundation. That was merely a means of 
accomplishing its real purpose. The income 
from this business was to be used for financ- 
ing the research work. In applying the ex- 
emption clause of the statute, the test is not 
the origin of the income, but its destination. 
Trinidad v. Sagrada Orden de Predicadores 

, It is true that . . . manufacturers 
were the chief beneficiaries, but the products 
and services of the foundation were available 
to anyone interested in ceramics. It was the 
science as a whole that the foundation sought 
to benefit.” * 


AN ASSOCIATION was formed to pro- 
mote fairness, honesty and better con- 
ditions in the tuna fishing industry. Citing 
the Sagrada Orden case, the court noted that 
“any business in which . . . [the corpora- 
tion] has engaged of a kind ordinarily 
carried on for profit has been only incidental 
or subordinate to its main or principal pur- 
poses.”** A _ not-for-profit corporation to 
promote the welfare of the printing industry 
was exempted, though it had income from 
cost accounting courses and from sales of 
scrap, under the same authority, for there, 
“as here, it was contended that the plaintiff 
[sic] was operated also for business and 
commercial purposes in that it traded in 
wine and other articles.” * 


A nonprofit organization conducted a 
country club for its members, but a portion 
of its income was derived from nonmembers, 
chiefly on account of green fees to guests 
of members. “In . Trinidad v, Sagrada 
Orden . the facts are comparable 
[for] all of its activities were in furtherance 
of its exempt purposes and only a 
very small percentage, if any, of its revenue 
is derived from the public.”” Where a non- 

(Continued on page 415) 


2 American Fishermen’s Tuna Boat Associa- 
tion v. Rogan, 43-2 ustc { 9571, 51 F. Supp. 933 
(DC Calif.). 

2 Commissioner v. Chicago Graphic Arts Fed- 
eration, Inc., 42-2 ustc { 9484, 128 F. (2d) 424 
(CCA-7). 

27° Coeur D’Alene Country Club v. Viley, 46-1 
ustc { 9181, 64 F. Supp. 540 (DC Idaho). 
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X Years Hence 


The Future of Democratic Capitalism. 
Thurman W. Arnold, Morris L. Ernst, 
Adolf A. Berle, Jr., Lloyd K. Garrison and 
Sir Alfred Zimmern. University of Penn- 
sylvania Press, 3436 Walnut Street, Phila- 
delphia 4, Pennsylvania. 1950. 112 pages. $2. 


This book poses the question: What are 
the chances of survival for America’s pres- 
ent economic and political way of life? The 
answer is attempted from five points of view: 
(1) “The Preservation of Competition,” by 
Thurman W. Arnold, (2) “The Preserva- 
tion of Civil Liberties,” by Morris L. Ernst, 
(3) “Corporations and the Modern State,” 
by Adolf A. Berle, Jr., (4) “Organized 
Labor in a Free Society,” by Lloyd K. Gar- 
rison and (5) “The International Community 
in a Beaceful World,” by Sir Alfred Zimmern. 


Thurman Arnold’s answer is affirmative, 
if our industrial expansion is more humani- 
tarian. “This is perhaps a religious idea, yet 
human selfishness and desire for profit are 
the dynamic force which will take this idea out 
of the church and put it to work in the mar- 
ket place. . . . the industrial energy of pri- 
vate American organization will again be- 
come dominant, utilizing government powers 
or their protection, but no longer controlled 
by the government.” 


Mr. Berle makes the point that the large 
corporation is not simply a vastly enlarged 
corporate enterprise—it is quite different. 
Now corporate officials do not necessarily 
represent conventional property interests. 
They now hold a philosophy quite different 
from that held by corporate officials twenty 
years ago. Size in a corporation must cor- 
respond to productivity rather than to the 
possibility of stock promotion and financial 
interests. Size must be justified and its 
justification must rest on actual operating 
economies in production and distribution. 


Wise businessmen attempt to follow this 
rule and at the same time seek the greatest 
decentralization possible. Berle’s answer to 
the book’s question is: The modern corpo- 
ration is an instrument with greatness and 
dangers, leaving its mark on the social or- 
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ganization of our own times, but it is not 
the force which determines whether the 
democratic state lives or dies. 


Mr. Garrison traces the education of a 
midwestern executive in an enlightened un- 
ion policy. Apparently, the idea of his illus- 
tration is to show that collaboration between 
both groups—that is, management and labor 
at top levels—is much to be desired and that 
there is a common ground for their meeting 
to find the solution to their respective dif- 
ferences. Mr. Garrison’s answer, then, to 
the book’s question is: Survival is helped 
by continued liberal thinking in this field. 


Morris L. Ernst says: “The First Amend- 
ment . . . is a sheer act of faith. But I 
like acts of faith and I believe that they 
often work out better than conclusions 
reached by scientific slide rules and mathe- 
matical formulas. the communication 
of ideas to men’s minds is the only weapon 
that can protect us from the atom bomb.” 
This author’s answer to the question is, 
then, that survival depends, to a large extent, 
upon continuing the liberty of expression. 


Sir Alfred Zimmern treats his subject in 
relation to the functions of the United Na- 
tions existing and potential. 


The T-Man’s Big Stick 


Fraud Under Federal Tax Law. Harry 
Graham Balter. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 
1, Illinois. 1951. 330 pages. $6. 


Commissioner Schoeneman said recently 
that the honesty of the great majority of 
the fifty million federal income taxpayers 
was one of the nation’s greatest assets. 
He could have added that the record shows 
that he can be as tough as Halley and as 
forgiving as a doting parent with that small 
percentage of citizens who, either knowingly 
or negligently, pay less than their share 
of income tax. He is tough because a 
fraudulent tax return by one taxpayer is a 
fraud on every honest citizen; he is for- 
giving because in most cases the business- 
man is not all bad. 
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How. the Bureau of Internal Revenue 
handles these cases—from the first inkling 
of irregularity in the taxpayer’s return to 
the prison gates—is the legal story Mr. 
Balter has to tell. 


This Los Angeles attorney has studied 
thousands of court decisions, reams of regu- 
lations and volumes of law to collate in 
chronological sequence the processing of a 
fraud case involving income taxes. The 
result is twofold: First, he has produced 
a lawyer’s book, replete with citations of 
authorities and suggestions for handling 
a client’s case. Second, he has written a 
business executive’s book. The profit to the 
executive will come through checking the 
procedures in his firm to be certain that if 
proof is needed to refute charges, they will 
prove the taxpayer’s honesty and good faith. 


The businessman must rely to some ex- 
tent on those around him for advice. This 
is not an acceptable excuse, however, in 
the case of income tax evasion. There is a 
great difference between avoidance and 
evasion. One is legal, the other fraudulent. 
They are separated by provable business- 
purpose records. If a mistake is discovered 
or a change of heart had, the businessman 
can claim the benefits of a doctrine called 
“voluntary disclosure’—he can if he knows 
how and precisely when. 


The main part of the book deals with the 
basic problems of a tax case where criminal 
charges are in issue. Since attorneys are 
not likely to handle a tax fraud case daily 
or even monthly, this section is extremely 
helpful in orienting the attorney with the 
fraud issue when he is called upon to repre- 
sent a client so charged. 


A fraud case is based upon certain basic 
principles that are not changed each time 
the Internal Revenue Code is amended. 
Thus the book has a certain permanency. 


Mr. Balter, like the Commissioner, be- 
lieves in the honesty of the greater number 
of taxpayers, but he also knows that human 
nature is susceptible to temptation and that 
the extraordinarily high tax rates of the 
present-day government accentuate the temp- 
tation to, shall we say, “chisel a bit”? The 
Commissioner knows this, too. The author 
then warns the reader of the chance he takes. 


Guide to Estate Administration 


Estate Administration and Accounting. 
Chester J. Dodge and John F. Sullivan. 
Clark Boardman Company, Ltd., 11 Park 
Place, New York 7, New York. 1940. 872 
pages. 1950 Supplement, 211 pages. $15. 





To the original text, published in 1940, 
the authors have added a ten-year cumu- 
lative supplement “pocket,” which treats 
the many important statutory changes that 
have been made and the decisions that have 
been rendered affecting estates and fidu- 
Ciaries in the intervening years. 


This book is of particular importance to 
the estate practitioner because it furnishes 
a practical guide, not only to the legal phases 
of the administration, but to the financial 
operations which must be watched from the 
initiation of the estate to its final disposition 
by a decree in an accounting proceeding or 
by a receipt and release based upon an in- 
formal account. 


Excess Profits Nutshell 


Excess Profits Tax Regulations 130. Com- 
merce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1951. 
144 pages. $1. 


This book contains the full official text 
of Regulations 130, interpreting and apply- 
ing the provisions of the Excess Profits 
Tax Act of 1950. They were approved 
March 1, 1951, and released March 2, apply- 
ing to taxable years ending after Jufhe 30, 
1950. Each section of the Regulations has 
been given a key number corresponding to 
the number of the section or subsection of 
the Internal Revenue Code which the Regu- 
lations section interprets, and an index has 
been prepared by the publisher. The book 
is designed for brief-case use as a handy 
reference, although, as the Commissioner 
of Internal Revenue has pointed out, amend- 
ments are expected. 


Liberty Through Power 


Power and Morals. Martin J. Hillenbrand. 
Columbia University Press, Morningside 
Heights, New York 27, New York. 1949. 
217 pages. $3.25. 


In drawing up a political philosophy 
whereby power can become the servant of 
man rather than his master, author Hillen- 
brand turns to the first principles as ex- 
pressed in the traditional Scholastic theory 
of natural law. Admitting the presumptuous- 
ness of attempting to present a “solution” 
to the problem of power in his book, he 
makes it plain that his project is to present 
a clear idea of what the problem is—an in- 
dispensable condition in any problem solving. 


Though disagreeing with Bertrand Rus- 
sell’s statement that power is the chief de- 


412 May, 1951 e@ TAXES—The Tax Magazine 





<6“ - i—<— 





1- 
ts 
at 


1- 


yf 


= 
” 


it 
oo 








i 
f 
i 
} 







sire of men, he states that it ts a basic 





phenomenon of political and social life as 
human beings are constituted, and gives his 
definition of it as “the ability to produce 
intended effects or effects which may pos- 
sibly be intended.” Chief among the powers 
feared by men (which he designates as 
social, economic and the power of force) is 
the power of force which finds its highest 
power of expression in the state. The think- 
ing man of today is aware that civilization 
has no means of control over this power of 
force and thus retains none of the senti- 
mental optimism or faith in “inevitable 
progress” so prevalent at the time of World 
War I. He faces with fear the “implica- 
tions’—the book was obviously published 
before July 25 of this year—that such lack 
of control holds. 

Of the two possible ways of controlling 
the power of force, Hillenbrand rejects that 
of the threat, or actual use, of a superior 
force (which presents the problem of con- 
trolling the superior force) and holds that 
the answer lies in a pressure of criteria of 
conduct on possessors of power—“‘Power 
as a trust”—which criteria must be desired 
and considered necessary by “men of good 
will.” To obtain these criteria it first must 
be established that ideas can influence con- 
duct and institutions (Marx and Zola to the 
contrary). In dismissing the deterministic 
view the author quotes from Leonard 
Woolf’s Barbarians at the Gate: 


“It is fashionable today to believe that 
ideas have little or no effect upon the social 
history of human beings, that history is de- 
termined only by violence and by economics. 
This is one of the grossest and strangest 
delusions that have entered the muddled 
brain of that distracted political animal, 
man, and one of the strangest things about 
it is that those who are among the most fer- 
vent propagators of the delusion are also 
those who spend an immense amount of time 
and energy in trying to get political ideas in- 
to the heads of the masses in order that the 
masses may do what the propagators want 
them to do.” 


The only theory that provides both criteria 
and obligation in the political sphere—the 
primary sphere of physical power—is one 
based on a valid system of ethics the ob- 
servance of which is a matter of moral ob- 
ligation, which in turn must be an integral 
part of a general philosophy and the validity 
of the theory depends on the valadity of that 
philosophy. In conjunction with such theory, 
he quickly adds, also necessary to the “good 
society” are the social and economic factors 


Books . .. Articles 





—and immediately he proceeds to draw a 
parallel between Cesarism’s bringing loss of 
power to Rome at a time of moral collapse 
and the abuse of power in the twentieth 
century in an era of large-scale abandon- 
ment of ethical standards. 


Mr. Hillenbrand agrees with writers Chris- 
topher Dawson and Ross Hoffman who pic- 
ture totalitarianism as an attempted adjustment 
(though a perverted one) to the constantly 
growing complexity, disintegration and 
formlessness of modern life. An adjustment, 
he reminds us, that liberal social and po- 
litical theory has failed to meet. The mod- 
ern liberal, he says, espouses “traditional 
Western political and social ideals” and 
proceeds to “deny away every reason for 
accepting them by rejecting the philosophy 
from which they derived.” Liberalism is not 
a “fixed credo”—opinions on its nature 
ranging from Laski’s economic interpreta- 
tion to Dewey’s humanitarian—it is rather 
a climate of opinion and emotion. A more 
structurally consistent basis for values and 
action, therefore, is needed to stop the trend 
toward political amorality characteristic of 
the times. 


The relative merits of positivism, utilitar- 
ianism, pragmatism, contractualism and legal- 
ism are discussed and dismissed as insufficient. 
Legalism, we are told, like politics, must be 
grounded in ethics and its rules must have 
moral sanction. Modern legal theory does 
not “come to grips” with the problem of 
power, prevention of the abuse of which is 
a primary function of law; too much thought 
is given to developing legal formulae and 
none to the inadequacy of legal theory to 
establish an obligation towards the norms of 
law that would ban the abuse of power. Ref- 
erences are made to the various theories, 
principles and schools popular now and in 
the last century. No detailed discussion, 
however, the author evidently assuming his" 
readers have adequate backgrounds in legal 
history. Contemporary legal theory is non- 
creative. This point is illustrated by an 
avowal that today law is depicted “purely in 
terms of its existent positive self,” with 
sometimes a reluctant admission that a rule 
was “bad, too bad, but nevertheless the 
rule.” Pure pragmatic utility will never be 
enough, he concludes, for the success of the 
international community. Its establishment 
and success will only be possible in terms 
of an ethical theory, when attempts to iso- 
late law from general philosophy and polit- 
ical theory cease. 


The traditional concept of the natural 
law, then, according to the author, is found 
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at the end of the search for a valid theory, 
“one which is firmly grounded in a true ap- 
praisal of reality.” Two of the most important 
chapters in the book consist of applications 
of this theory to the great problems of 
power in the physical sphere—the use of 
physical force and the relationship of au- 
thority’s power to individual liberty. 


Conflicting theories on whether violence 
or nonviolence is more effective, more equit- 
able, more economical and/or more moral— 
those of Gandhi, Huxley, Thoreau, Tolstoy, 
et al., are proffered under his chapter on 
“The Function of Violence.” Some detail is 
given to Gandhi’s Satyagraha movement 
here, along with a warning to those who re- 
gard Aldous Huxley as a kind of purveyor 
of “Hollywood Buddhism” that the basic 
questions he poses and answers in relation 
to power and violence must be considered 
by political scientists. “In an ideal order 
of society,” he states, “there would be no 
need for violence. Each individual would do 
his duty, and the governing of men would 
consist solely in the organization and direc- 
tion of common projects for the general 
welfare. ... We are obviously far from such 
an ideal, and perhaps the best we can hope 
for is a minimization of conflict through the 
observance, by as many individuals as pos- 
sible, of those ethical principles which pro- 
hibit the assertion of selfish interests to the 
detriment of the superior rights of others. 
The greater the triumph of justice and 
charity, the closer we can approach uni- 
versal non-violence. Lacking justice and 
charity, men and governments will continue 
to abuse, and in turn fall prey to, the power 
of violence.” 


According to the traditional Scholastic 
doctrine, the immediate source of legitimate 
political authority is the people forming a 
community who have the right to determine 
what form of government they want. The 
question of just how much liberty is desir- 
abie and how much compulsion shauld be 
exercised by authority is of great importance 
in politico-ethical theory. As the end of 
authority is the common good which is “the 
fullest possible development of every person 
consistent with the fullest possible develop- 
ment of every other person, and hence the 
furtherance of those liberties which are in- 
dispensable to such fullest possible develop- 
ment,” the ultimate resort to authority, 
coercion, should be used to liberate, not 
constrain. 


When a satisfactory relationship is found 
between authority and liberty in all spheres 
of activity the problem of power is solved. 
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In an imperfect world, however, the most 
man can hope for is a general tendency, in 
a given period, towards a moral control of 
power and by legitimate national and inter- 
national authority sanctioned by morals. 


Author Hillenbrand concludes: “Abuse of 
power is something men must always fear, 
but power rightly used is the basis of civil- 
ization. Power without morals is the scourge 
of mankind. Power with morals is man- 
kind’s greatest servant.” 


ARTICLES 


The Leak in the Dike . . . A tax author 
“some members of the tax 
bar have already begun to refer to the 1950 
law [Revenue Act] as the ‘Loophole Open- 
ing and Closing Act’.” This fact is par- 
ticularly ironic in the face of the realization 
that the general public has been lead to 
believe that it is a one-way measure so far 


as loopholes are concerned. 


His article deals with Section 218, gov- 
erning employee stock options. The par- 
ticular provision, which added to the In- 
ternal Revenue Code Section 130A, has 
been cited by certain. Congressmen as 
among those creating or preserving un- 
necessary loopholes or special tax advan- 
tages—Lyon, “Employee Stock Options 
Under the Revenue Act of 1950,” Colwmbia 
Law Review, January, 1951. 


Accounting Period of Decedent — Its 
Partnership Implications . . . Concerning 
the partnership principle of the Guaranty 
Trust Company case, two members of the 
Massachusetts bar have outlined its super- 
sedure, beginning in 1946 when “the Fifth 
Circuit Court of Appeals reversed the Tax 
Court and asserted a new approach to the 
problem in Henderson’s Estate v. Commis- 
sioner.” Recently, in Girard Trust Com- 
pany v. U. S., the United States Court of 
Appeals for the Third Circuit’ reversed a 
Pennsylvania district court decision which 
supported the Treasury’s position.—Lourie 
and Cutler, “Effect of Henderson Case on 
Tax Accounting Period of Deceased Part- 
ner,” Journal of Accountancy, February, 1951. 


Estates or Trusts—Gains or Losses .. . 
The income tax treatment of gains and 
losses, a vexatious problem to fiduciaries 
and beneficiaries alike, has been analyzed 
by an attorney who was formerly in the 
Office of the Chief Counsel of the Bureau 
of Internal Revenue. He offers valuable 
information on the handling of this poser. 
—Murphy, “Fiduciary Gains and Losses— 
An Income Tax Chameleon,” Tax Law Re- 
view, November, 1950. 
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Nonbusiness Legal Expenses—Deductible 
or Not? . . . Deductibility of most legal 
expenses, as authorized by the 1942 amend- 
ment to the Internal Revenue Code, has 
been the subject of recent examination in 
a law review article. This amendment, 
together with the precedential weight of 
the Heininger and Bingham decisions, pres- 
ently authorizes deduction of all legal ex- 
penses, if there is no violation of “sharply 
defined” public policy and if the expenses 
do not relate to personal matters nor have 
to be capitalized. 


Particularly interesting is the angle of 
treatment of legal expenses of an illegal 
business. Of these, the writer says that 
“the expense will probably not be allowed 
as a deduction.”—Bruton, “The Deductibility 
of Legal Expenses in Computing Income 
Tax,” South Carolina Law Quarterly, De- 
cember, 1950. 


New Subject for State and Municipal 
Taxation . . . The television industry 





offers a brand-new potential for local and 
state taxation. In effect, the innovation 
could be an aspirin for the headaches of 
weary city and state budget-balancers. 

The possibilities of gross-receipts levies, 
along with attendant limitations, are ex- 
plored by a Cincinnati lawyer. He suggests 
imposition of the tax on some local activity 
of radio and television which is separate 
from the interstate element.—Ruehlmann, 
“State Taxation of Radio and Television,” 
University of Cincinnati Law Review, Janu- 
ary, 1951. 


Is It a Woman’s Privilege to Change Her 
Mind? . . . Separation agreements and 
the impact of changed economic conditions 
are given consideration by the authors. 
Decisional history in the courts of New York 
State is reviewed.—McNiece and Thornton, 
“Separation Agreements and Changed 
Conditions,” St. John’s Law Review, De- 
cember, 1950. 
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profit fishing and hunting club sold some 
land to keep peace with a neighbor, its ex- 
empt status was not affected. “We think the 
question is controlled by the decision in 
Trinidad v. Sagrada Orden wherein 
the court points out that the statute says 
nothing about the source of the income, but 
makes its destination the ultimate test of 
exemption.”” Yet, even if the organization 
is a club, that is no indication that it is 
organized for an exempt social, etc., pur- 
pose. “But if we assume that Keystone is 
‘club’ where do we get as to its exemption 
under the statute? We have been treated 
to a good sized dose of so-called canons of 
construction known as noscitur a sociis and 
ejusdem generis in connection with the argu- 
ment. We find them just about as helpful in 
settling a specific case as those vials of dis- 
tilled wisdom of the ages containing the 
phrases ‘birds of a feather flock together’ 
and ‘a man is known by the company he 
keeps’. Throwing a vague phrase into law 
Latin does not make it any more useful in 
construing a statute.” * 


Thus, an automobile club was not ex- 


empted despite its function of. aid and advice 
to members, for “members” included owners 


7 Koon Kreek Klub v. Thomas, 40-1 vustc 
{ 9141, 108 F. (2d) 616 (CCA-5, 1939). 

*° Keystone Automobile Club v. Commissioner, 
50-1 ustc f 9266, 181 F. (2d) 402 (CA-3, 1950). 
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of cars for commercial purposes, including 
garages and service stations. ‘The situation 
here is the reverse of such cases as 

Trinidad v. Sagrada Orden where the 
income derived from properties so held was 
used to serve the exempted purposes. 

Here . . . the income from all sources .. . 
was used to serve their commercial pur- 
poses.” * A corporation formed to maintain 
tennis courts for its members was taxed on 
its net income after the courts were made 
available for tournaments to which admis- 
sions were charged. “While the taxpayer 
was undoubtedly ‘organized exclu- 
sively for pleasure, recreation, and other 
nonprofitable purposes’, it cannot be said 
that it was so operated. The major tennis 
tournaments were not exclusively for the 
pleasure or recreation of the members.” ® 


Citing their benevolent attributes, invol- 
untary corporate taxpayers have pleaded 
movingly for exempt status, their briefs 
bristling with references to the recognition 
accorded charity in all ages. But the Com- 
missioner, cynical with years, might reply 
that, even anciently, it was realized that 
“charity shall cover the multitude of sins.” ® 

27 Smyth v. California State Automobile Asso- 
ciation, 49-2 ustc § 9325, 175 F. (2d) 752 (CA-9). 

30 West Side Tennis Club v. Commissioner, 


40-1 ustc {§ 9391, 111 F. (2d) 6 (CCA-2). 
311 Peter 4:8. 


415 





WASHINGTON TAX TALK—Continued from page 346 


income annually or on the lump sum re- 
ceived when the bond is cashed. 


The Bureau has released the new Sched- 
ule C to accompany Form 1040. It now 
provides space for computation of the 2% 
per cent tax under the Self-Employment 
Contributions Act. Form 1041-A, the in- 
formation return for trusts claiming deduc- 
tions for charitable contributions, has also 
been released. 


Revenue-Hungry States 
Haunted by Spector 


Franchise taxes levied on interstate busi- 
nesses by thirty-one states were in effect 
outlawed by the United States Supreme 
Court in its decision last month reversing 
the verdict of the Court of Appeals for the 
Second Circuit in the Spector Motor case. 
Three justices dissented. 


The case involved a Missouri company 
which challenged a franchise tax levied by 
the State of Connecticut for making pickups 
and deliveries there. The Court ruled that 
since the Connecticut courts had held the 
tax in this case applied solely to the privi- 
lege of doing interstate business, it was 
unconstitutional, since there is “long-estab- 
lished precedent for keeping the federal 
privilege of carrying on exclusively inter- 
state commerce free from state taxation.” 


Justice Burton, in the majority opinion, 
suggested methods by which the states 
could continue to tax foreign corporations, 
“Even though the financial burden on in- 
terstate commerce might be the same.” 
These included taxes levied “as compensa- 
tion for the use of highways or in lieu of 
an ad valorem property tax.” 


The dissenting justices pointed out, that 
“Because of its failure to use the right tag, 
Connecticut cannot collect from Spector for 
the years 1937 to date, and other states may 
well have past collections taken away... 
by suits for refund.” 


The decision will free all foreign cor- 
porations with completely interstate busi- 
ness from such “privilege” taxes. However, 
if a state rewords its law in line with the 
Court’s opinion, it can probably begin col- 
lecting the same sums under a different 
name in the future.—Spector Motor Service, 
Inc. v. O’Connor, 2 State Tax CASES 
{ 200-044 (March 26, 1951). 


The Taxpayer Loses 


Reversing the Court of Claims, the Su- 
preme Court also ruled that a taxpayer who 
reported a bonus as income in one tax year 
and was required to repay it subsequently 
should take the repayment as a loss in the 
year in which it was made, rather than re- 
computing his return for the year he re- 
ceived the money. 

“Income taxes must be paid on income 
earned (or accrued) during an annual ac- 
counting period,” the opinion said. “We 
see no reason why the Court should depart 
from this well-settled interpretation merely 
because it results in an advantage or dis- 
advantage to a taxpayer.” 

Since the decision comes a year too late 
for the taxpayer to file a corrected return 
for the year of repayment, the net effect, as 
Justice Douglas pointed out in his dissent, 
is that the government is “permitted to 
maintain the unconscionable position that 
it can keep the tax after it is shown that 
payment was made on money which was 
not income to the taxpayer.”—U. S. v. 
Lewis, 51-1 ustc J 9211. 


Requests for Review 


The Court has been asked to review the 
decision in Consumer-Farmer Milk Coopera- 
tive, Inc. v. Commissioner, 51-1 ustc { 9113, 
in which the lower court held that although 
the cooperative set aside a percentage of 
earnings for educational work, it was not 
eligible for exemption as an organization, 
operated exclusively for the promotion of 
social welfare because a substantial part of 
net earnings was distributed to members. 


Review was also requested in Nick v. 
Dunlap, 51-1 ustc 7 9109, in which the Com- 
missioner was held to have properly with- 
held a fraud penalty in allowing a refund 
based on a carry-back of a net operating 
loss sustained in a later year. 


The court has also been asked to pass on 
Nubar v. Commissioner, 50-2 ustc § 9502, in 
which an alien who, during six years in this 
country, engaged in active trading in stocks 
and commodities was regarded as a resi- 
dent subject to capital gains tax, and Parker 
v. Delaney, 51-1 ustc J 9112, where it was de- 
cided that a mortgagor realized gain on the 
quitclaim of property to the mortgagee. 


Anderson v. Commissioner, 51-1  usTC 
{ 9145, involving the partnership status of a 
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taxpayer’s wife who had contributed to the 
partnership her share in a manufacturing 
business given to her by the taxpayer, and 
Skeeles, Admx. v. U. S., 51-1 ustce $9157, 
presenting the question of a professional 
gambler’s losses being offset against gains 
in other years, have both been appealed to 
the Court. 


The Court has refused review in these 
cases: Geer v. Birmingham, 50-2 ustc { 9490; 
Oswald Company, Inc. v. Commissioner, 50-2 
ustc $9491; Parr v. Scofield, 50-2 ustc 
§ 9520; Smith and Sons Company v. Commis- 
sioner, 50-2 ustc §9470; Sokol Brothers 
Furniture Company v. Commissioner, 50-2 
ustc $5970; and Jones v. Taunah, 51-1 ustc 
q 9121. 


The Commissioner Speaks 


Stung by a statement in the Kefauver 
committee’s second interim report that 
there was doubt in the minds of the com- 
mittee as to whether the Bureau of Internal 
Revenue has been making a “real effort” to 
check the tax returns of known gamblers, 
George J. Schoeneman, Commissioner of. 
Internal Revenue, took time off during the 
Bureau’s peak season to make two appear- 
ances. He spoke before the Subcommittee 
on Administration of the Internal Revenue 
Laws (House Ways and Means Com- 
mittee) on March 20, and before the 
Kefauver committee on March 27. His 
testimony before the subcommittee is re- 
produced in this issue, beginning on page 347. 


Insurance Companies’ Returns 


Three changes in the underwriting and 
investment exhibits of the annual statement 
approved by the National Convention of 
Insurance Commissioners for use by casualty 
and fire insurance companies for the year 
1950 must also be made in filing federal 
returns, the Bureau of Internal Revenue 
has pointed out in a mimeographed release. 


The three items affected are unauthorized 
insurance, Over-ninety-day agency balances 
and other nonadmitted assets, and losses. 


The change in the Convention form re- 
quires unauthorized reinsurance to be re- 
flected in income along with authorized 
insurance. As a result, the decision in New 
Hampshire Fire Insurance Company, 45-1 
ustc J 9141, is no longer applicable. 


No reduction in income ‘will be allowed 
because of elimination of over-ninety-day 
agents’ balances and other nonadmitted as- 
sets, except as authorized by the Regula- 


Washington Tax Talk 


tions. This rule cancels the effect of the 
decision in National Union Fire Insurance 
Company, CCH Dec. 15,458(M). 

“Losses incurred” must be computed on 
the cash basis, contrary to the conclusion 
in Columbia Casualty Company, CCH Dec. 
16,398(M). 

Adjustments to conform with these changes 
must be made for the beginning and end 
of 1950, and for all “open” years. If the 
result of the adjustments is to indicate ad- 
ditional income, the additional tax is to be 
paid through a lump-sum settlement. How- 
ever, refunds will not be allowed if recom- 
putation indicates a decrease in income. 


The Commissioner Agrees 


The Commissioner has announced ac- 
quiescence in the following decisions: 


Blades Estate, CCH Dec. 17,814. The court 
held that a taxpayer who conducted a busi- 
ness as a partnership with new partners in 
the absence of his old partners could not 
be taxed on his distributive share of the 
profits in the new partnership because the 
money belonged to the old partnership. 

Sibley, Lindsay & Curr Company, CCH 
Dec. 17,788. A taxpayer was allowed to 
deduct that portion of a reorganization 
counsel’s fee which was attributable to re- 
jected plans. 


Curran Realty, CCH Dec. 17,858. It was 
held that an accrual-basis taxpayer had 
properly reported accrued rent as shown on 
corporate books after correcting for re- 
funds, and that uncontested adjustments 
made by the Commissioner, resulting in 
additional deductions for state excise taxes, 
were properly taken. 


Thompson, CCH Dec. 17,924. The Com- 
missioner acquiesces in this case in so far 
as it relates to the court decision that de- 
ductions for the cost of clothing used in 
connection with the taxpayer’s work and 
for the cost of license and operator’s fees 
were deductible. 


Waggoner, CCH Dec. 17,884. The tax- 
payer, having entered into a lease with the 
federal government under threat of con- 
demnation proceedings, took as capital gain 
the profit received as compensation for 
damage and destruction of the property. 


Aetna-Standard Engineering Company, CCH 
Dec. 17,847. Loss sustained on the retire- 
ment of assets which the taxpayer had been 
depreciating on a composite-group basis was 
deductible, and commissions paid to a manu- 
facturer’s representative who was employed 
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by the taxpayer to help in getting govern- 
ment contracts were deductible as ordinary 
and necessary business expenses. 

Gordon, CCH Dec. 12,535. A taxpayer 
who had an undivided one-fifth interest and 
a one-fourth vested remainder in an un- 
divided one-fifth could include the value of 
the future interest as well as the present 
share in determining loss. The Commis- 
sioner has withdrawn a previous non- 
acquiescence. 


Thrift, CCH Dec. 17,863. When the tax- 
payer had subdivided and improved a tract 
of land to promote its sale to contractors 
rather than individual purchasers, profits 
from the sale were taxable as capital gains. 


Hoffman, CCH Dec. 10,797. Withdrawing 
a previous nonacquiescence, the Commis- 
sioner agrees that where a taxpayer did not 
assume the mortgage on a property at the 
time of purchase, notice to the mortgagee 
of abandonment of all rights in the property 
in order to avoid threatened foreclosure re- 
sulted in an ordinary loss. 

Roe, CCH Dec. 17,885. Corporate distribu- 
tions includible in the gross income of a 
decedent stockholder resulted in a permis- 
sible deduction in estate tax for unpaid 
dividends in the gross estate. 


Ryan, CCH Dec. 17,824. A taxpayer was 
not taxable on that part of income paid to 
an estate and reported: by the estate on 
fiduciary returns, even though administra- 
tion of the estate began twenty years after 
its owner’s death. 


The Commissioner Disagrees 


The Commissioner does not acquiesce in 
the following decisions: 


Fickert, CCH Dec. 17,859. It was held 
that trust beneficiaries could not be taxed 
on the distributive share of partnership 
income not actually received by the trust 
and the income paid as bequests under the 
will. 

Thompson, CCH Dec, 17,924. The Com- 
missioner does not acquiesce in that portion 
of the court decision which allowed a de- 
duction of a state tax represented by stamps 
affixed to packages of cigarettes bought 
from a retailer. 


Title and Trust Company, CCH Dec. 
17,886. The court permitted a title insur- 
ance company to exclude a sum which the 
Commissioner required it to segregate as an 
unearned premium reserve. 


ACQ. AND NON-ACQ.—Continued from page 338 


client’s interests, it will be necessary to keep 


abreast of decisions outlining circumstances 


under which cancellation of debt gives rise 
to taxable income and the circumstances 
under which cancellation of debt does not 
give rise to taxable income.” 


This is unquestionably true. Attention is 
therefore invited to The Marshall Drug Com- 
pany v. U. S. (51-1 ustce 79192 (Ct. Cls., 
March 6, 1951)) and to Reynolds v. Boos (51-1 
ustc § 9205 (CA-8, March 16, 1951)), the 
latter opinion being cited in footnote 31 of 
the subject article. ; 


In the Marshall case, the Court of Claims, 
after reviewing the Kirby Lumber, American 
Dental and Jacobson cases, declared: 


“The American Dental doctrine has thus 
been limited; it does not apply if the transac- 
tion is in fact a transfer of the obligation 
for the best price available. . . . The can- 
celling creditors accounted for the amounts 
cancelled not as charitable contributions or 
gifts but as bad debts. These were business 
dealings. Each cancellation was the result 
of a creditor’s individual business judgment. 
It was not a gift. The result to plaintiff was 
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an increase in its net worth. The cancella- 
tions clearly constituted income.” 


On the other hand, the United States 
Court of Appeals for the Eighth Circuit 
in the Boos case did not cite Jacobson but 
relied entirely upon American Dental in de- 
termining that the cancellation of past-due 
rent was not income to the accrual-basis 
tenant, even though he had previously 
gained a tax benefit by deducting the accrued 
but unpaid rent in prior years.’ 


Joun B. ComAn 
NEw York City 


Annuity v. Insurance 
Sir: 

If you will reread the case digested in the 
March issue of TAxES — The Tax Magazine 
on page 242 under the heading “Employee’s 
annuity,” I believe you will agree with me 
that the word “insurance” used therein 
should have been “annuity.” 

LLL. 
WaAsHINGTON, D. C. , 


[You are so right, L. L. L.! Excuse, please. 
—Editor.] 
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Federal Taxes 
INCOME 


Time for filing petition with Tax Court.— 
Facts: A notice of deficiency was sent to the 
taxpayer at an address where he had for- 
merly lived. The postal authorities were 
unable to make delivery of the notice at that 
address, and it was returned. The notice 
was then remailed by registered mail to the 
taxpayer in care of the company for which 
he worked. Within ninety days of the second 
mailing of the notice but not within ninety 
days of the mailing of the first notice, the 
taxpayer filed a petition for redetermination 
with the Tax Court. Under such circum- 
stances, when did the ninety-day period for 
filing a petition with the Tax Court begin 
to run? 


Decision: The ninety-day period for filing 
the petition began to run from the time of 
the second mailing of the notice. By mail- 
ing out the notice of deficiency the second 
time by registered mail, the taxpayer was 
given no notice of the first mailing, and he 
was, therefore, misled into believing that he 
had ninety days from the second mailing 
within which to file his appeal—Eppler v. 
Commissioner, 51-1 ustc J 9224 (CA-7). 


Sale of orchard with growing crop.—Facts: 
The taxpayer sold an apple orehard. In- 
cluded in the sale were land, improvements, 
depreciable personal property and a growing 
crop of apples. Is the portion of the pro- 
ceeds received which is allocable to the 
growing crop of apples ordinary income? 


Decision: The taxpayer realized ordinary 
income, not capital gain, on the portion of 
the sales price which was allocable to the 
growing crop of apples.—Miller, CCH Dec. 
18,187(M) (10 TCM 210). 


Real estate sales.—Facts: The taxpayer 
purchased land just outside of a city to use 
for cattle feeding and grazing purposes. 
He failed to use the land for these purposes 
and later platted the land for sale in lots 


Interpretations 


and small acreage tracts. Some time later, 
part of the land was incorporated into the 
city, and, eventually, all of it was so incor- 
porated. Although the number of sales was 
up and down in various years, the taxpayer 
continuously held for sale and sold these lots 
and tracts. As the town grew and conditions 
and demands changed, the taxpayer subdi- 
vided and replatted various tracts to meet 
current market needs. His activities in sell- 
ing varied with changing financial trends 
and with the needs in handling his property. 
During the period in question, he was regu- 
larly engaged in a lumber business with his 
son and devoted to his real estate operations 
only the time required to consider and act 
on the offers which came to him in due 
course. The controversy arose over whether 
the profit from the sale of the real estate 
should be considered to be ordinary income 
or capital gain. 


Decision: The lots sold by the taxpayer 
during the period in question were lots held 
by him primarily for sale to customers in 
the ordinary course of his business, within 
the meaning of Section 117 (a), and the 
gain realized is includible in full in his gross 
income.—Mauldin, CCH Dec. 18,191 (16 TC 
—, No. 88). 


Alimony deduction.—Facts: The taxpay- 
er’s husband agreed, during the pendency 
of divorce proceedings in 1937, to pay his — 
wife a monthly sum for her support and for 
the support of their two children. The 
agreement also provided that, at a later date, 
a final decision as to the support to which 
the taxpayer would be entitled in her own 
right would be made. The divorce was 
granted to the taxpayer, and this agreement 
was made a part of the final divorce decree. 
After the husband made a motion in the 
divorce court in 1944 for a reduction of the 
support payments, the parties executed an 
agreement which terminated the provisions 
of the earlier agreement and provided for 
the payment by the husband of a yearly sum 
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to the taxpayer for her support. The court 
recognized this agreement in 1946 and, in 
consideration of its execution and in dis- 
position of the husband’s motion, terminated 
the provisions of the divorce decree which 
had provided for the earlier support pay- 
ments by the husband. Are the payments 
made under the new agreement made under 
a written agreement incident to the divorce? 


Decision: The alimony agreement which 
supplanted the previous agreement which 
was incident to the divorce decree is also 
deemed to be incident to the decree. There- 
fore, the payments made under the new 
agreement are taxable to the wife——Smith, 
CCH Dec. 18,176 (16 TC —, No. 78). 


Long-term compensation: Time of pay- 
ment.—Facts: What is the status, taxwise, 
of compensation which was placed in escrow 
and not released until the year following the 
taxable year? 

Decision: Such compensation was not con- 
structively received in the taxable year and 
cannot be included in computing the amount 
of compensation received during the taxable 
year for purposes of determining whether 
the long-term compensation statute, Section 
107, is applicable—Sloane v. Commissioner, 
51-1 ustc J 9226 (CA-6). 

Entertainment expenses.—Facts: The tax- 
payer occupied office space in a law firm 
where he paid no office rent or telephone 
expense. In the evenings, he frequented 
various night clubs and restaurants, where 
he met and entertained people whom he 
thought would be of benefit to him in a 
business way as well as people who might 
not. He kept no record of expenses. He 
guessed at the amount of these expenses 
and sought to deduct them on his tax return. 


Decision: In such a situation an estimate 
of the expenses must be made pursuant to 
the rule set forth in the Cohan v. Commis- 
stoner case (2 ustc J 489, 39 F. (2d) 540).— 
Black, CCH Dec. 18,196(M) (10 TCM 233). 


Vacant lot sales by paving contractor.— 
Facts: The taxpayer, a paving contractor, 
acquired vacant lots from time to time by 
the foreclosure of paving liens. These lots 
were usually placed in the hands of local 
attorneys for sale and converted to cash as 
soon as purchasers could be found. Losses 
from the sale of these lots were deducted 
on its tax returns as ordinary losses. The 
Commissioner contended that they were 
capital losses subject to the restrictions im- 
posed by Section 117 of the Code. 


Decision: The lots were not capital assets. 
They were received as income in the ordi- 
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nary course of business and were held for 
sale at all times—Whitham, CCH Dec. 
18,199(M) (10 TCM 250). 


Depreciation.—Facts: The taxpayer, in its 
business of laying concrete pavement, used 
its equipment until it was worn out, at 
which time it was sold for junk. It depre- 
ciated new trucks which it owned at the 
rate of thirty-five per cent in the year of 
purchase and fifty per cent in the following 
year, because they were subjected to un- 
usually hard usage in the emergency under 
which they were employed. The Commis- 
sioner applied so-called standard deprecia- 
tion rates to the taxpayer’s equipment after 
adjusting the cost basis by its estimated 
salvage value. 


Decision: The taxpayer was permitted to 
depreciate its trucks ,at the thirty-five and 
fifty per cent rates because of the hard 
usage they had been given. The other equip- 
ment was deemed to be depreciable at stand- 
ard rates, but a cost basis undiminished by 
salvage values was to be used because the 
taxpayer used it until it was completely 
worn out.—Whitham, CCH Dec. 18,199(M) 
(10 TCM 250). 


Change in capacity of business during 
base period.—Facts: The operation of two 
motion picture theaters constituted the tax- 
payer’s business. On April 7, 1937, it opened 
a third theater, which- was modern, well 
furnished and almost doubled the combined 
seating capacity of the other two theaters. 
The taxpayer’s net income increased with 
the opening of this theater and continued 
to do so, as did the population of the town 
in which it was located, through the base 
period and the taxable years 1942, 1943 and 
1944. The taxpayer contends that the open- 
ing of the third theater constituted a change 
in the capacity of the business during the 
base period such as to entitle it to relief 
under the, provisions of Section 722(b) (4). 


Decision: The taxpayer is not entitled to 
relief under Section 722(b) (4), since it had 
over 2%4 years to develop its business after 
the addition of the third theater and it was 
not shown that its earning level at 1939 
would have been substantially greater if 
the change had been made two years earlier. 
—Alexandria Amusement Corporation, CCH 
Dec. 18,134 (16 TC —, No. 55). 


ESTATE 


Annuity and life insurance combinations. 
—Facts: In 1936, the decedent purchased a 
single-premium annuity. At the same time, 
he purchased a single-premium “life insur- 
ance” contract which would not have been 
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issued if he had not purchased the annuity. 
He retained no incidents of ownership and 
had none at his death. The question was 
raised whether the “life insurance” portion 
of such a combination is really insurance. 


Decision: The proceeds of the “life insur- 
ance” contract were includible in full in the 
decedent’s estate as the subject of a transfer 
with income retained. Following Helvering 
v. Le Gierse, 41-1 ustc ¥ 10,029, 312 U. S. 
531, the policy of “life insurance” was really 
property and investment rather than insur- 
ance. Consequently, the provisions of Sec- 
tion 811 (g) concerning insurance paid for be- 
fore January 11, 1941, are not applicable-—Con- 
way v. Glenn, 51-1 ustc J 10,797 (DC Ky.). 


GIFT 


Failure to file returns.—Facts: In 1937 
when the annual exclusion for gift tax pur- 
poses was $5,000, the taxpayer made several 
gifts to several trusts, each gift being in a 
sum less than $5,000. Taxpayer, because 
of the interpretation of gift tax law at that 
time, reported the gifts as gifts of future 
interests and paid the tax thereon. The 
next year, the Commissioner acquiesced in 
a number of decisions holding that gifts in 
trust were gifts of present interests and that 
an annual exclusion was allowable on ac- 
count of each trust. Because of this, the 
taxpayer obtained refunds of the taxes paid 
on the gifts. In that same year, he made 
other gifts to the trusts, these also being in 
sums less than $5,000. Relying on the Com- 
missioner’s action, he did not report these 
gifts. In 1941, after the 1938 act had changed 
the law as to gifts made in 1939 or later, he 
was advised by the Commissioner’s repre- 
sentative that he was correct in not filing a 
return for 1938. In 1948, however, the Com- 
missioner sent a ninety-day letter to the 
taxpayer’s executor assessing a tax on the 
1938 gifts on the theory that they were of 
future interests. Was collection of the tax 
at that time permissible? 


Decision: The Commissioner does not 
have the power to collect a tax on the gifts. 
The statute permitting recovery at any time 
in the event no return is filed cannot be 
applied here, since the Commissioner and his 
representative were responsible for the tax- 
payer’s failure to file the return. The law 
presupposes that the taxpayer was under a 
duty to file a return. Here, the Commis- 
sioner’s actions caused the taxpayer to be- 
lieve that he was under no such duty. 
—Stockstrom v. Commissioner, 51-1 ustTc 


{ 10,801 (CA of D. C.). 


Interpretations 
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State Taxes 
INCOME 


Jurisdiction of federal courts in Connecti- 
cut.—Facts: There was uncertainty as to the 
adequacy of a remedy in the state courts 
which was later clarified. In such a situa- 
tion, does the federal court have jurisdiction? 


Decision: Where there is uncertainty as to 
the adequacy of a remedy in the state courts, 
the federal court has jurisdiction, and such 
jurisdiction is not lost by reason of the later 
clarification of the uncertainty by the state 
courts.—Spector Motor Service, Inc. v. 
O’Connor, 2 StatE Tax CAseEs J 200-044 
CU. °S.-S. ‘Cb). 


SALES 


Sales for use in Ohio industrial processing. 
—Facts: Motor truck chassis were pur- 
chased as separate units. Mechanical con- 
crete mixers, complete in themselves, were 
then mounted and attached thereto. The 
trucks were employed in the transportation 
of the mixers to the location where the con- 
crete, manufactured en route, was to be used. 
A question arose over the taxability of these 
concrete mixer truck chassis. 


Decision: These motor truck chassis are 
essentially transportation instrumentalities 
convenient and facilitative to the delivery 
of the concrete. However, they are not em- 
ployed directly in the production of tangible 
personal property for sale by manufacturing 
within the meaning of the Ohio General 
Code, and their sale and use are subject to 
taxation—IV. E. Anderson & Sons Company 
v. Glander, 2 STATE Tax Cases J 250-128 
(Ohio S. Ct.). 


Facts: A tax was imposed on the purchase 
and use of certain mining machinery and 
equipment by the taxpayer. The machinery and 
equipment were used in the production of coal 
in mines owned by the taxpayer, and the 
coal was subsequently used and consumed 
by the taxpayer in the manufacture of pig 
iron for sale. It was claimed that the 
machinery and equipment should be exempt 
from tax not because it was used directly in 
the mining of coal but because the coal 
mined therewith is used directly in the 
production of pig iron. 


Decision: The purchase of the machinery 
and equipment does not come within the 
exceptions contained within Sections 5546-1 
and 5546-25 of the Ohio Code. These sec- 
tions exempt from taxation the sales of 
articles where the purpose of the consumer 
is to use or consume the articles transferred 
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directly in the production of tangible personal 
property for sale by manufacturing, processing 
or mining.—Jackson Iron & Steel Company, 2 
State Tax CAses § 250-122 (Ohio S. Ct.). 


North Dakota bracket system.—Facts: It 
was contended that the item in the North 
Dakota sales tax bracket system exempting 
sales of twenty-four cents or less evidences 
a legislative intent that such sales and all 
gross receipts from such sales be excluded 
and exempted from the operation of the 
sales tax act and from the tax imposed 
thereunder. It was also contended that the 
sales tax is a tax specifically imposed and 
laid upon consumers or purchasers and that 
if sales for less than twenty-five cents and 
the gross proceeds thereof are subject to tax 
and the payment of such tax is enforced 
against the retailer, the law is arbitrary, dis- 
criminatory, confiscatory and violative of 
the due process clauses of the Constitutions 
of the United States and North Dakota. 


Decision: Sales for twenty-four cents or 
less are not exempt from the tax imposed 
upon gross receipts. Also, such an exemp- 
tion does not contravene either the Consti- 
tution of the United States or of North 
Dakota. There is nothing in the present 
act which indicates a legislative intent to 
change the measure of the retailers’ liability 
to the state. Presumptively, the legislature 
was aware that the administrative interpre- 
tation of prior acts was that the liability of 
the retailer was two per cent of the gross 
sales. In the light of this circumstance, an 
intent to change the measure of a retailer’s 
liability cannot be inferred from the adop- 
tion of a schedule that might not in some 
instances permit the retailer to collect the 
full amount which he must pay to the state. 
It may be that, in such a case, the tax levied 
is in part a tax on the retailer, but, if it is, 
it is one which it was within the power of 
the legislature to levy.—F. W. Woolworth 
Company v. Gray, 2 State Tax CASES 
q 250-127 (N. D. S. Ct.). 


INHERITANCE 

Title by entireties to United States sav- 
ings bonds in Pennsylvania.—Facts: A 
business associate of the decedent purchased 
United States savings bonds in the names 
of the decedent and his wife. The money 
for the purchase was given to the associate 
by both the decedent and his wife, and the 
bonds were placed by the associate in a 
safe deposit box to which he and the dece- 
dent had access. This box contained only 
the bonds. Is Pennsylvania inheritance tax 
payable on the transfer of the bonds to the 
decedent’s widow? 


Decision: The decedent’s wife succeeded 
to the unlimited title to the bonds as a ten- 
ant by entireties and their transfer was not 
subject to Pennsylvania inheritance tax. The 
associate was, in fact, an agent for both the 
decedent and his wife in the purchase of 
the bonds and in the deposit of the bonds 
in the safe deposit box. The wife’s right to 
acquire title to the bonds as a tenant by 
the entireties, under the Pennsylvania law, 
is not inconsistent with the federal law or 
regulations.—Estate of Matthew Bowie, CCH 
INHERITANCE ESTATE AND GIFt TAX REPORTS 
117,339 (Orphans’ Ct., Mercer County). 


Federal estate taxes: Ohio election to take 
against will—Facts: The widow elected to 
take against the decedent’s will. By this 
election, she was entitled to one third of the 
net estate, but she claimed that unless these 
taxes were deducted after computing her 
share of the estate, she would be bearing 
the burden of the estate tax. She contended 
that this was not in keeping with the theory 
of the marital deduction. 


Decision: The federal estate taxes should 
be deducted before the distribution of the 
decedent’s estate. The court held that this 
should be done because the taxes were 
deductible in the same manner as any other 
deduction authorized by the Ohio inheri- 
tance tax statutes and that, therefore, her 
share of the estate could not be determined 
until after they had been deducted.—WMiller 
v. Hammond, CCH INHERITANCE EsTATE AND 
Girt Tax Reports 7 17,351 (Ct. of App., 
Franklin County). 


ESTATE 


New York will compromise agreement.— 
Facts: The decedent bequeathed a life in- 
come to her granddaughter out of her resid- 
uary estate. The remainder interest of the 
estate was bequeathed to the decedent’s 
brother and sisters or, in the case of their 
death, to their issue. A compromise agree- 
ment was entered into whereby the grand- 
daughter renounced all rights to the estate 
for a lump-sum payment. Neither the 
agreement nor the decree approving it con- 
tained any reference to the payment or 
apportionment of estate taxes. The grand- 
daughter did not take under the will nor 
by intestacy. The executors sought to allo- 
cate to the sum paid to the granddaugher 
a pro-rata share of the federal and New 
York estate taxes. 


Decision: Since the agreement imposed no 
obligation on the granddaughter to pay a tax 
and since the apportionment statute is silent 

(Continued on page 431) 
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Canadian Tax Letter 


Budget Highlights 


The annual Canadian Budget was pre- 
sented to Parliament on April 10. Some 
of the more important points therefrom are 
listed below. The following proposals have 
the effect of law pending their enactment 
into law by Parliament. 


Personal Income Tax.—A defense sur- 
charge of twenty per cent on the amount 
payable on the present personal income tax 
rate structure is to become effective July 


1, 1951. 


Corporation Income Tax.—(1) A defense 
surcharge of twenty per cent on the amount 
of tax on profits presently taxed at thirty- 
eight per cent (or thirty-three per cent 
where applicable) is imposed. The sur- 
charge is to be refunded to those corpora- 
tions which have a return after the deduction 
of normal income tax of less than five per 
cent on their capital employed. The sur- 
charge applies with respect to income earned 
after January 1, 1951. 


(2) The deferment for four years of the 
right to charge depreciation on all capital 
assets acquired after April 10, 1951, is pro- 
posed. Certain classes of assets defined in 
the Regulations and certain additional kinds 
of assets, when certified as eligible by the 
Minister of Trade and Commerce are excepted. 


(3) For the purpose of the fifteen per 
cent rate on the first $10,000 of corporate 
income, corporations shall not be deemed 
to be related unless the controlling parties 
own shares in the capital stock of both 
corporations. 


(4) The fifteen per cent tax on undis- 
tributed income of private companies is to 
be made available to all companies. The 
right of controlled companies to pay the 
tax in respect to surpluses accumulated from 
1950 onward, however, will be withdrawn. 


(5) A special deduction granted to the 
petroleum, natural gas and mining indus- 
tries for exploration expenses is extended 
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for an additional year. The three-year exemp- 
tion for new mines is extended to mines 
coming into production in 1953 and 1954. 


(6) The right of corporations to file 
consolidated returns is withdrawn for fiscal 
years ending after December 1, 1950. 


Commodity Taxes.—(1} The sales tax is 
to be increased from eight to ten per cent. 


(2) The special excise tax on automo- 
biles, household electrical appliances, jewelry, 
furs, radios, etc., is to be increased from fifteen 
to twenty-five per cent. A new special ex- 
cise tax of fifteen per cent is to be imposed 
on: household stoves and other cooking 
appliances except those using solid fuels; 
household washing machines; household 
refrigerators, freezing equipment and the 
complete parts therefor. 


(3) The tax on a package of twenty 
cigarettes is increased from twenty to twenty- 
three cents. The tobacco tax is increased 
from sixty-seven cents to $1.15 per pound. 
The tax on cigarette paper and tubes, how- 
ever, is repealed. 


(4) A reduction in the excise tax on 
candy, chocolate, chewing gum and candy 
substitutes from thirty to fifteen per cent 
is provided. 


(5) The sales tax on cortisone and ACTH 
is repeaied. 


Customs Tariff.—(1) Changes in rates on 
plastics and synthetic resins implement the 
interim report of the Tariff Board. 


(2) Items granting free entry to farm 
implements is extended to cover grain and 
hay driers, individual sprinkler irrigation 
systems and several items of dairy equip- 
ment for farm use. 


(3) The fishing industry is granted free 
entry of diesel engines for commercial fish- 
ing boats and the free entry of nets and 
lines regardless of material. 


(4) Reductions on certain mining equip- 
ment are provided. 


423 








Automobile Expenses 


The Department of National Revenue is 
following a new policy with regard to ex- 
penses incurred in using an automobile for 
business purposes. It will no longer accept 
estimates of such expenses based on the 
seven cent per mile computation which was 
formerly permitted. Detailed records of 
expenses prepared from vouchers and rec- 
ords available for inspection must now be 
kept and filed with the income tax return. 
Depreciation up to thirty per cent of the 
undepreciated capital cost of the automobile 
is also allowed to the extent that the auto- 
mobile is used for business purposes. 


Where taxpayers have been using the old 
system and, through ignorance of the change 
made by the Department failed to keep the 
required records in 1950, it is understood 
that some adjustment may be permitted. 


Tax Foundation Recommendations 


The Canadian Tax Foundation recently 
submitted a memorandum of recommen- 
dations to the Minister of Finance covering 
Part IA of the Income Tax Act. The 
recommendations concern the special fifteen 
per cent tax on undistributed income and 
deal with three mechanical difficulties and 
three questions of principle. 


Mechanical difficulties: (1) definition of 
“undistributed income on hand”; (2) treat- 
ment of “tax-paid undistributed income” in 
the hands of a corporate sharehoider; (3) 
computation on the basis of a winding up of 
“shareholder’s portion” under Section 73A 
(1) (c) and of “receiving corporation’s por- 
tion” under Section 27 (1F). 


Questions of principle: (1) companies 
eligible to elect under Part IA, extension of 
defined class; (2) payment of tax by in- 
stallments on undistributed income on hand 
at the end of the 1949 taxation year; (3) 
adjustment respecting subsequent reduction 
or impairment of “1949 surplus” in case of 
postponed elections under Section 95A (1). 


What Is a Nut? 


The taxpayer sought to recover the tax 
paid in respect to sales of salted peanuts 
and cashew nuts. It claimed that it was 
not liable for the tax, because peanuts and 
cashew nuts are vegetables or, alternatively, 
fruit within the meaning of Schedule III of 
the Excise Tax Act and are, therefore, 
exempt from tax. It also claimed that pea- 


nuts are used as food in the form of soups, 
etc., and are, therefore, “foodstuffs” under 
Schedule III. 


The court disagreed with the taxpayer’s 
conclusions and held them liable for the 
amount of tax and penalties claimed. From 
the botanical point of view, the evidence 
indicates that both the peanut and the 
cashew nut are vegetables, in the wider 
meaning of that word, that each is a “fruit,” 
the former belonging to the same class as 
peas or beans and the latter to the dry 
drupe class like the coconut, and that neither 
1s. 2 “nat.” 


However, the words “fruit” and “vege- 
table” are not defined in the act. They are 
ordinary words in everyday use and are, 
therefore, to be construed according to their 
popular sense and not according to their 
scientific or technical sense. 


Even in dictionaries, the peanut is included 
in the definition “nut.” The Customs Act 
also lists peanuts in the “nut” category, and 
this indicates that in the minds of legis- 
lators, nuts were not included in the cate- 
gories of fruits or vegetables and also that 
peanuts fell within the category of nuts. 


Although peanuts are used as food and 
the heading of Schedule III is “Foodstuffs,” 
it is apparent that not all foodstuffs are 
included and that it would seem that the 
exemption is confined to ordinary staple 
foodstuffs—The King v. Planters Nut and 
Chocolate Company, Ltd.. CCH Dominion 
Tax CasEs J 87-099. 


Trust Property for Children 


The taxpayer negotiated a personal loan. 
With the money he and a trust company 
purchased some property in trust for his 
infant children. In consideration of the 
money advanced, a mortgage was given 
back to the taxpayer. The Minister added 
the income from the property to the tax- 
payer’s declared income and assessed him 
accordingly. 


The Minister submitted that the income 
from the property purchased was income 
from a transfer of property made by the 
taxpayer to his minor children and that, 
according to Section 32(1) of the Income 
War Tax Act, the taxpayer was liable to be 
taxed on the income derived from the prop- 
erty, or from property substituted therefor, 
as if the transfer had not been made. 


The taxpayer submitted that he never 
owned the property and so could never have 
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transferred something that never belonged 
to him, that it was not a transfer of property 
but a loan and, further, that it was a trans- 
action not made for the purpose of evading 
taxation. 


The appeal was dismissed. It was true 
that the taxpayer. never owned the property, 
but he owned the money with which the prop- 
erty was purchased, and Section 32(1) made 
it clear that it included income from the 
property substituted for the property trans- 
ferred. Although the transaction entered 
into was the equivalent to a bona-fide loan, 
a loan is nothing but a specific transfer or 
conveyance of property and comes within 
the word “transfer” as used in Section 32(1). 
—Dunkelman v. Minister of National Reve- 
nue, CCH Dominion Tax Cases J 1-209. 


Integration of Income 
of Husband and Wife 


The taxpaver emigrated to Canada from a 
foreign country. Several years later his wife 
followed him bringing with her a sum of 
money which the husband swore was money 
received from property which was her dowry 
before marriage. Following her arrival in 
Canada, she earned money through renting 
rooms and keeping boarders. She then 
purchased several properties and gradually 
built up a private estate and income of her own. 


During the war years, an employee of 
the district taxation office advised the tax- 
payer to include his wife’s income with 
his own. Since he had emigrated from what 
was now an enemy country, he decided to 
comply with the demand of the taxation 
authorities. After the war he returned to 
his previous practice of filing separate re- 
turns. The Minister added the wife’s income 
to the husband’s income under Section 32(2) 
of the Income War Tax Act and assessed 
him accordingly. 


The taxpayer’s appeal from the assessment 
was allowed. The wife was ill and unable 
to give evidence, but while there were some 
peculiarities in the facts from the evidence 
given, there was no evidence of any transfer 
of cash or property by the taxpayer to his 
wife. Therefore, the assessment was not 
in accordance with the provisions of the 
act—Del Grande v. Minister of National 
Revenue, CCH Dominion Tax CAseEs § 1-207. 


Scientific Research 
for Extension of Knowledge 


The taxpayer, a surgeon, claimed a de- 
duction for money expended for special 
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studies in his field and for traveling ex- 
penses. It was his opinion that the course 
of lectures constituted scientific research for 
the extension of knowledge and was, there- 


fore, a deduction allowed under the Income 
War Tax Act. 


His reasoning was not accepted. The 
only reason the taxpayer took the course 
was to increase his own knowledge in the 
field of his own specialty and not to ex- 
tend knowledge in general, which is the 
meaning to be given to the words “for 
the extension of knowledge.” Nothing in the 
evidence showed that the taxpayer did pro- 
mote the advancement of knowledge. There- 
fore, Section 5(1)(u) does not apply. The 
fees were a capital expense within the 
meaning of Section 6(b) and were not 
deductible, and since the traveling expenses 
were not wholly expended for the purpose 
of earning the income, their deduction is 
prohibited by Section 6(1)(a).—Francis v. 
Minister of National Revenue, CCH Domin- 
ION Tax CaSEs J§ 1-182. 


Burden of Proof 


The taxpayer, a sales agent with juris- 
diction over two territories, was paid a fixed 
salary for one of the territories and a total 
sum of money for the other territory. He 
claimed that the total sum included money 
spent for sales promotion, which expenses 
were deductible from income. The Minister 
disallowed a portion of the deduction, since 
there were no vouchers to prove the dis- 
bursements. 


The taxpayer’s appeal from the Minister’s 
decision was dismissed. The taxpayer sub- 
mitted only estimates and these were held 
not to be sufficient evidence to prove his 
expenditures. He did not satisfy the onus 
to prove that the Minister’s assessment was 
incorrect.—No. 14 v. Minister of National 
Revenue, CCH Dominion Tax Cases { 1-215. 


Deferred Capital Cost Allowances 


New Canadian regulations provide for 
deferred capital cost allowances. The chief 
feature of the regulations is that the capital 
cost allowance of some assets acquired 


after April 10, 1991, is to be deferred for 
four years. 


The purpose of this innovation is to dis- 
courage the kind of capital investment that 


will result in a quick depreciation of assets 


during this period of high taxation.—Order 
in Council P. C. 1778, April 10, 1951. 
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. . If the report or payment due date falls on a holiday, most 


ALABAMA 


June 1—Automobile dealer reports due. 
June 10—Alcoholic beverage reports and 
tax of public service licensees due.—Alco- 
holic beverage reports of wholesalers and 
distributors due—Automobile dealer re- 
ports due——Tobacco stamp and use tax 
reports and payment due.—Tobacco whole- 
saler and jobber reports due. June 15— 
Gasoline reports from carriers, warehousers 
and transporters due—Income tax second 
installment due.—Lubricating oils reports 
from carriers, warehousers and transporters 
due.—Motor carrier mileage tax reports 
and payment due—Oil and gas conserva- 
tion tax reports and payment due.—Oil and 
gas production tax reports and payment 
due. June 20—Automobile dealer reports 
due.—Coal and iron-ore mining tax reports 
and payment due.—Diesel fuel tax re- 
ports and payment due.—Gasoline tax re- 
ports and payment due.—Lubricating oils 
tax reports and payment due.—Motor fuel 
tax reports and payment due.—Sales tax 
reports and payment due. 


ARIZONA 


June 1—Corporation annual registration 
fee reports and payment due. June 4—Rail- 
road, telegraph and telephone company re- 
ports due. June 5—Alcoholic beverage 
licensee reports due. June 10—Malt, vinous 
and spirituous liquor wholesaler tax reports 
and payment due. June 15—Gross income 
tax reports and payment due.—Income tax 
second installment due. June 20—Motor 
carrier tax reports and payment due.—Use 
fuel tax reports and payment due. June 25— 
Motor vehicle fuel distributor, wholesaler 
and carrier tax reports and payment due. 


ARKANSAS 


June 10—Alcoholic beverage reports due. 
—Motor fuel carrier reports due.—Natural 
resources statements of purchases due. June 
15—Compensating (use) tax reports and 
payment due. June 20—Alcoholic beverage 


states provide for an extension of time to the next business day. . 


special excise tax reports and payment from 
retailers due.—Gross receipts tax reports 
and payment due—Use fuel tax reports 
and payment due. June 25—Motor fuel tax 
reports and payment due.—Natural re- 
sources severance tax reports and payment 
due. 


CALIFORNIA 


June 1—Distilled spirits tax reports and 
payment from common carriers due.—Gas- 
oline tax reports and payment due. June 
15—Alcoholic beverage import reports from 
common carriers due.—Beer and wine tax 
reports and payment due.—Distilled spirits 
tax reports and payment due.—Use fuel 
tax reports and payment due. June 20— 
Gross receipts tax reports and payment 
from motor carriers due. 


COLORADO 


June 5—Alcoholic beverage manufac- 
turer reports due.——Motor carrier tax due. 
June 10—Motor carrier reports due. June 
14—Sales tax reports and payment due— 
Use tax reports and payment due. June 
15—Coal mine owner reports due.—Coal 
tonnage reports due. June 25—Diesel fuel 
tax reports and payment due.—Gasoline tax 
reports and payment due. 


CONNECTICUT 


June 15—Gasoline use tax reports and 
payment due.—Railroad and street railway 
tax semiannual installment due. June 20— 
Alcoholic beverage tax reports and pay- 
ment due. June 25—Gasoline tax reports 
and payment due. 


DELAWARE 


June 1—Chain store tax reports and pay- 
ment due.—Express, telegraph and _ tele- 
phone company reports due.—License tax 
reports and payment from merchants and 
manufacturers due. June 4—Steam, gas 
and electric company tax due. June 15—Al- 
coholic beverage reports from manufactur- 
ers and importers due—Gasoline reports 
from filling stations due. June 30—Gasoline 
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tax reports and payment from distributors 
and reports from carriers due. 


DISTRICT OF COLUMBIA 


June 10—Alcoholic beverage licensed 
manufacturer, wholesaler and retailer re- 
ports due—Beer licensed manufacturer and 
wholesaler reports due. June 15—Beer tax 
due. June 20—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. June 25—Gasoline tax reports and 
payment due. 


FLORIDA 


June 1—Auto transportation company 
tax reports and payment due. June 10— 
Alcoholic beverage manufacturer and dealer 
tax reports and payment due. June 15— 
Alcoholic beverage reports from transport- 
ers and carriers due.—Gasoline tax reports 
and payment from nondistributors and car- 
riers due—Motor vehicle fuel use tax 
reports and payment due. June 20—Admis- 
sions tax reports and payment due.—Rental 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 


and payment due. June 25—Gasoline sales 


tax and storage tax reports and payment 
due-—Oil and gas production tax reports 
and payment due. 


GEORGIA 


June 10—Cigar and cigarette wholesale 
dealer reports due.—Distilled spirits whole- 
sale dealer reports due—Motor carrier re- 
ports due. June 15—Income tax second 
installment due.—Malt beverage reports due. 
June 20—Gasoline tax reports and payment 
due. June 30—Sales tax reports and pay- 
ment delinquent—Use tax reports and 
payment delinquent. 


IDAHO 


June 1—Ore severance tax due. June 15— 
Beer dealer, brewér and wholesaler reports 
due.—Cigarette wholesaler drop shipment 
reports due—Electric power company tax 
reports and payment due—Gasoline tax 
reports and payment due.—Gross receipts 
tax quarterly installment from motor car- 
riers due. June 20—Property tax semian- 
nual installment delinquent. June 25— 
Gasoline dealer tax reports and payment 


due.—Use fuel tax reports and payment 
due. 


ILLINOIS 


June 1—Bank share tax due (last day). 
—Personal property tax reports and pay- 
ment due (last day).—Property tax semi- 
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annual installment from private car lines due. 
—Real property tax semiannual installment 
due. June 10—Mileage tax reports and pay- 
ment from motor carriers due. June 15— 
Alcoholic beverage reports due.—Cigarette 
reports due.—Public utility tax reports and 
payment due—Sales tax reports and pay- 
ment due. June 20—Gasoline tax reports 
and payment due. June 30—Gasoline re- 
ports from transporters due. 


INDIANA 


June 1—Alcoholic vinous beverage tax 
due. June 10—Cigarette distributor inter- 
state business reports due. June 15—Alco- 
holic vinous beverage tax due.—Cigarette 
distributor drop shipment reports due.— 
Use fuel tax reports and payment due.— 
Use fuel tax reports and payment from fuel 
dealers due. June 20—Intangibles reports 
from banks and trust companies due.—In- 
tangibles tax reports and payment from 
building and loan and production credit 
associations due——Share tax reports and 
payment from banks and trust companies 
due. June 25—Gasoline tax reports and 
payment from distributors and carriers due. 


IOWA 
June 4—Property reports from freight 


line and equipment companies due. June 
10—Beer tax reports and payment from 
Class “A” permittees due—Gasoline tax 
reports and payment from carriers due. June 
20—Gasoline tax reports and payment due. 
June 30—License fee from cigarette dis- 
tributors and wholesalers due. 


KANSAS 


June 10—Malt beverage reports due. 
June 15—Alcoholic liquor manufacturer 
and distributor reports due.—Compensat- 
ing tax reports and payment due.—Gasoline 
and fuel use reports from carriers due.— 
Gross ton mileage tax reports and payment 
from motor carriers due. June 20—Alco- 
holic liquor retailer reports and payment 
due.—Bank share tax second installment 
due.—Property tax second installment due. 
—Sales tax reports and payment due.—Use 
fuel tax reports and payment due. June 25 
—Gasoline tax reports and payment due. 


KENTUCKY 


June 10—Distilled liquor blender and rec- 
tifier tax due, June 15—Alcoholic beverage 
reports due.—Fuel use tax reports and pay- 
ment from transporters due.—Mileage tax 
from passenger carriers due. June 20—Cig- 
arette wholesaler reports due.—Oil produc- 
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tion tax reports and payment due. June 30 
—Amusement and entertainment tax reports 
and payment due.—Domestic and foreign cor- 
poration annual statement of process agent 
due.—Foreign corporation statement of 
existence due.—Gasoline reports from re- 
finers and importers due—Gasoline tax 
reports and payment from dealers and 
transporters due.—Gross receipts tax re- 
ports and payment from public utilities 
due.—Motor vehicle fuel use tax reports 
and payment due. 


LOUISIANA 


June 1—Soft drinks reports due—To- 
bacco reports due. June 10—Beer importer 
reports due—Gasoline importer reports 
due.—Kerosene importer reports due— 
Lubricating oils importer reports due. June 
15—Beer carrier reports due.—Gasoline 
carrier reports due.—Income tax reports 
and payment from foreign corporations 
having no office in Louisiana due.—Intoxi- 
cating liquor reports due.—Kerosene car- 
rier reports due.—Lubricating oils carrier 
reports due.—Soft drinks reports due.— 
Tobacco reports due. June 20—Beer whole- 
sale dealer tax reports and payment due.— 
Fuel use tax reports and payment due.— 
Gasoline tax reports and payment due. 
—Kerosene tax reports and payment due. 
—Lubricating oils tax reports and payment 
due——Sales tax reports and payment 
due.—Use tax reports and payment due. 


MAINE 


June 1—Franchise tax reports due— 
Telephone and telegraph company tax due. 
June 10—Malt beverage manufacturer and 
wholesaler reports due. June 15—Railroad 
and street railroad tax installment due. 
June 25—Use fuel tax reports and pay- 
ment due. June 30—Gasoline tax reports 
and payment due. 


MARYLAND 


June 10—Admissions tax due.—Beer tax 
reports and’ payment due. June 15—Sales 
tax reports and payment due—Use tax 
reports and payment due. June 30—Gas- 
oline tax reports and payment due.—Motor 
fuel cargo lot purchases reports due. 


MASSACHUSETTS 


June 1—Bank net income tax due.— 
Premiums tax from insurance companies due 
(last day).—Public utility company tax due. 
June 10—Alcoholic beverage excise tax 
reports and payment due.—Meals excise 
tax reports and payment due. June 20—Cigar- 
ette tax reports and payment due. June 30— 
Motor fuel tax reports and payment due. 


MICHIGAN 


June 5—Gasoline statements from car- 
riers due. June 10—Common and contract 
carrier reports and payment due. June 15 
—Sales tax reports and payment due.—Use 
tax reports and payment due. June 20— 
Cigarette tax reports and payment due— 
Diesel fuel user tax reports and payment 
due.—Fuel sold for use on vessels, tax due. 
—Gas and oil severance tax reports and 
payment due (last day).—Gasoline tax re- 
ports and payment from distributors due. 
June 30—Cigarette distributor licenses ex- 
pire.—Property reports on property vested 
in Michigan by escheat due. 


MINNESOTA 


June 10—Alcoholic beverage reports 
from wholesalers, brewers and manufac- 
turers due. June 14—Iron severance tax 
due (last day).—Taconite tax due (last 
day). June 15—Income tax (over $30) 
second installment due. June 20—Cigarette 
tax reports and payment due. June 23— 
Gasoline tax reports and payment from dis- 
tributors due——Special use fuel tax reports 
and payment due.—Tractor fuel seller re- 
ports due. June 30—Cigarette distributor 
and subjobber licenses expire. 


MISSISSIPPI 


June 1—Electric light and power, ex- 
press, pipeline, railroad, sleeping car, tele- 
graph and telephone company reports due. 
June 5—Factory reports due. June 10— 
Admissions tax reports and payment due. 
June 15—Compensating (use) tax reports 
and payment due.—Gasoline tax reports 
and payment from carriers due.—Income 
tax second installment due.—Light wine 
and beer retailer, wholesaler and distribu- 
tor reports due—Occupation (sales) tax 
reports and payment due.—Timber sever- 
ance tax reports and payment due.— 
Tobacco manufacturer, distributor and 
wholesaler reports due.—Use fuel tax re- 
ports and payment due. June 20—Gasoline 
distributor, refiner and processor tax re- 
ports and payment due. June 25—Gas 
severance tax reports and payment due.— 
Oil and Gas Board maintenance charge 
due.—Oil severance tax reports and pay- 
ment due. 


MISSOURI 


June 1—Bank excise (income) tax re- 
ports and payment due.—Intangibles tax 
delinquent. June 5—Nonintoxicating beer 
permittee reports due. June 10—Oil inspec- 
tion tax reports and payment due.— 
Petroleum products receiver reports due. 
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June 15—Alcoholic beverage sales reports 
due. June 25—Use fuel tax reports and 
payment due. June 30—Gasoline distributor 
tax reports and payment due.—Soft drinks 
manufacturer tax reports and payment due. 


MONTANA 


June 1—Moving picture theater licenses 
issued and tax due. June 15—Beer brewer, 
wholesaler and transporter tax reports and 
payment due—Crude petroleum producer 
reports due.—Electric company tax reports 
and payment due.—Gasoline reports from 
carriers due.—Gasoline tax reports and 
payment due—Income (corporation _li- 
cense) tax due. 


NEBRASKA 


June 1—Air carrier reports due.—Car 
company, other than sleeping car company, 
reports due. June 10—Cigarette distributor 
reports due. June 15—Alcoholic beverage 
manufacturer and wholesale distributor re- 
ports due.—Gasoline reports from carriers 


due.—Gasoline tax reports and payment 
due. 


NEVADA 


June 1—Mine owner annual reports due. 
June 4—Property tax quarterly installment 


due. June 10—Liquor reports by out-of- 
state vendors due. June 15—Alcoholic 
beverage manufacturer and importer re- 
ports due.—Gasoline carrier reports due. 
June 25—Fuel user tax reports and pay- 
ment due.—Gasoline tax reports and 
payment from dealers due. 


NEW HAMPSHIRE 


June 10—Alcoholic beverage manufac- 
turer, wholesaler and importer reports due. 
—Alcoholic beverage wholesaler tax due. 
June 15—Use fuel tax reports and payment 


due. June 30—Motor fuel tax reports and 
payment due. 


NEW JERSEY 


June 1—Bank share tax semiannual in- 
stallment due—Premiums tax from insur- 
ance companies (except marine) due. June 
10—Excise tax reports and payment on in- 
terstate busses due.—Gross receipts tax re- 
ports and payment on municipal jitneys 
due. June 15—Franchise tax from railroad 
companies due. June 20—Alcoholic bever- 
age retail consumption and retail distribu- 
tion licensee tax reports and payment due. 
_ —Cigarette distributor tax reports and pay- 
‘ment due. June 25—Gross receipts tax re- 
ports and payment on municipal busses due. 
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June 30—Gasoline reports from carriers 
due. Second Last Business Day—Gasoline 
tax reports and payment from distributors 
due. 


NEW MEXICO 


June 15—Occupational gross income tax 
reports and payment due.—Oil and gas 
conservation reports due.—Severance tax 
reports and payment due. June 20—Motor 
carrier reports and tax due.—Pipeline op- 
erator license tax due. June 25—Gasoline 
tax reports and payment due.—Use or com- 
pensating tax reports and payment due. 


NEW YORK 


June 20—Alcoholic beverage tax reports 
and payment due. June 25—Conduit com- 
pany tax reports and payment due.—Public 
utility additional tax reports and payment 
due. June 30—Gasoline tax reports and 
payment due. 


NORTH CAROLINA 


June 1—Chain store tax due.—License 
taxes due. June 10—Alcoholic beverage re- 
railroads due.—Gasoline tax 
reports and payment from carriers due.— 
Unfortified wine distributor and bottler tax 
reports and payment due. June 15—Income 
tax second installment due—Sales tax re- 
ports and payment due.—Spirituous liquor 
tax due.—Use tax reports and payment due. 
June 20—Gasoline*tax reports and payment 
from distributors due——Use fuel tax reports 
and payment due. 


NORTH DAKOTA 


June 10—Cigarette distributor reports 
due. June 15—Beer tax reports and pay- 
ment due.—Gasoline tax reports and pay- 
ment due.——Income tax second installment 
due.—Interstate motor carrier tax due. June 
25—Use fuel tax reports and payment due. 


OHIO 


June 10—Alcoholic beverage reports from 
Classes “A” and “B” permittees due.— 
Cigarette wholesaler reports due. June 15 
—Cigarette use tax reports and payment 
due. June 20—Gasoline reports from dealers 
due.—Property tax semiannual installment 
from public utilities due—Real property 
tax semiannual installment due. June 30— 
Gasoline reports from carriers due.—Gaso- 
line tax due. 


OKLAHOMA 


June 5—Operator reports of mines other 
than coal due. June 10—Alcoholic beverage 
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tax reports and payment due.—Cigarette 
wholesaler, retailer and vending-machine 
owner reports due.—Gross receipts tax re- 
ports and payment from airports due. June 
15—Gasoline tax reports from dealers, re- 
tailers and carriers due-——Income tax sec- 
ond installment due—Mileage tax reports 
and payment from carriers due——Sales tax 
reports and payment due.—Tobacco whole- 
saler, jobber and warehouseman reports 
due. June 20—Coal mine operator reports 
due.—Gasoline distributor and imported 
gasoline purchaser tax reports and pay- 
ment due.—Property tax reports and pay- 
ment from rural electric cooperatives due. 
—Use fuel tax reports and payment due.— 
Use fuel tax reports from carriers due. 
—Use tax reports and payment due.—June 
30—Oil, gas and mineral gross production 
tax reports and payment due. 


OREGON 


June 15—Butterfat tax due. June 20—AI- 
coholic beverage tax reports and payment 
due.—Motor carrier reports due if tax is 
paid as per Table A or B.—Motor vehicle 
broker and forwarder tax due—Use fuel 
tax reports and payment due. June 25— 
Gasoline tax reports and payment due. June 
30—Motor carrier tax due if tax is paid as 
per Table A or B. 


PENNSYLVANIA 


June 10—Malt beverage reports due— 
Soft drinks reports due.—Spirituous and 
vinous liquor importer reports due. June 
15—Alcoholic beverage manufacturer tax 
reports and payment due. June 30—Gaso- 
line tax reports and payment due.—Use 
fuel tax reports and payment due. 


RHODE ISLAND 


June 10—Alcoholic beverage reports from 
manufacturers due. June 15—Gasoline tax 
reports and payment due. June 20—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. 


SOUTH CAROLINA 


June 1—Alcoholic beverage wholesaler 
reports of alcoholic, beverages received due. 
June 10—Admissions tax reports and pay- 
ment due.—Alcoholic beverage wholesaler 
and retailer reports of alcoholic beverage 
sales and additional tax due—Power tax 
reports and payment due (last day). June 
15—Income tax second installment due. 
June 20—Fuel oil dealer reports due —Fuel 
oil user tax reports and payment due.— 
Gasoline tax reports and payment due. 


SOUTH DAKOTA 


June 1—Express company reports due.— 
Motor carrier of passengers tax due.— 
Property tax reports from railroad, tele- 
graph and telephone, sleeping car, light, 
power, heating, water and gas companies 
due. June 10—Motor carrier in interstate 
commerce tax reports and payment due. 
June 15—Alcoholic beverage sales reports 
due.—Gasoline reports from carriers and 
retail airplane vendors due.—Gasoline tax 
from dealers due.—Use fuel reports from 
carriers due.—Use fuel tax reports and’ pay- 
ment due. June 20—Passenger mileage tax 
due. June 30—Gasoline reports from deal- 
ers due——Property reports due (last day). 


TENNESSEE 


June 1—Chain store tax due. June 10— 
Alcoholic beverage reports due (last day). 
—Barrel tax on beer due.—Gasoline tax 
reports from carriers due. June 15—Fuel 
user reports due.——Use fuel reports from 
carriers due. June 20—Gasoline tax reports 
and payment from distributors due.—Oil 
production tax reports and payment due.— 
Sales tax reports and payment due.—Use 
tax reports and payment due. June 25— 
Motor vehicle fuel manufacturer and re- 
finer reports of motor fuel imported, manu- 
factured or sold in state due. 


TEXAS 


June 15—Beer tax reports and payment 
due.—Oleomargarine dealer tax reports and 
payment due. June 20—Liquefied gases and 
liquid fuel tax reports and payment of 
users due—Motor fuel reports from car- 
riers due.—Motor fuel tax reports and pay- 
ment due. June 25—Carbon black produc- 
tion tax reports and payment due.—Cement 
distributor tax reports and payment due.— 
Natural gas production tax reports and 
payment due—Prizes and awards of 
theater tax reports and payment due. June 
30—Oil production tax reports and pay- 
ment due—Property tax second install- 
ment due. 


UTAH 


June 1—Mining occupation tax due. June 
10—Liquor licensee reports due.—Use fuel 
reports from carriers due. June 15—Excise 
(income) tax second installment due.—Use 
fuel tax reports and payment due. June 25 
—Gasoline reports of carriers due—Gaso- 
line tax reports and payment from distribu- 
tors and retailers due. June 30—Cigarette 
licenses expire. 
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VERMONT 


June 10—Alcoholic beverage tax reports 
and payment due. June 15—Corporation in- 
come tax second installment due.—Electric 
light and power company tax reports and 
payment due.—Personal income tax second 
installment due. June 30—Gasoline tax re- 
ports and payment due. 


VIRGINIA 


June 1—Bank share tax due—Corpora- 
tion income tax due. June 10—Beer dealer, 
bottler and manufacturer reports due.—To- 
bacco tax from warehousemen due. June 
20—Gasoline reports from carriers due.— 
—Use fuel reports from dealers and resell- 
ers due. June 30—Gasoline tax reports and 
payment due——Use fuel tax reports and 
payment due. 


WASHINGTON 


June 10—Malt product brewer and manu- 
facturer reports due. June 15— Butter 
substitutes reports and payment due.— 
Cigarette drop shipment reports from 


wholesalers due. June 20—Use fuel tax re-° 


ports and payment due. June 25—Gasoline 
reports from carriers due.—Gasoline tax 
reports and payment due. 


WEST VIRGINIA 


June 1—Beer license application and fee 
due. June 10—Alcoholic beverage tax re- 
ports and payment due. June 15—Cigarette 
use tax reports and payment due.—Sales 
tax reports and payment due. June 30— 
Gasoline tax reports and payment due. 


WISCONSIN 


June 10—Alcoholic beverage reports due. 
—Cigarette wholesaler and manufacturer 
reports due. June 20—Gasoline tax reports 
and payment due. June 25—Property tax 
first installment from railroad, telegraph, 
sleeping car and express companies due. 
June 30—Bus registration due (last day). 
—Motor carrier permit fee due. 


WYOMING 


June 10—Gasoline reports from carriers 
due. June 15—Gasoline reports from dealers 
due.—Gasoline tax reports and payment 
from wholesalers due-——Motor carrier tax 
reports and payment due.—Sales tax reports 
and payment due.—Use tax reports and 
payment due. 


| INTERPRETATIONS—Continued from page 422 | 


as to payments in compromise of will con- 
tests, the granddaughter is not liable for 
any estate taxes on the amount received by 
her under the agreement.—Estate of Lillie 
Richheimer, CCH INHERITANCE ESTATE AND 
Girt Tax Reports § 17,337 (Surrogate’s Ct., 
Bronx County). 


Liability for New York taxes.—Facts: 
The testator directed that “all transfer, 
succession or inheritance taxes which may 
’ accrue hereunder in any jurisdiction be paid 
out of my general estate.” The executors 
sought a construction as to the effect of this 
provision in the will. 


Decision: As used in the will, “my general 
estate” means “my residuary estate,” and 
the taxes are payable out of the decedent’s 
residuary estate. This direction, however, 
does not extend to property passing outside 
the testamentary estate. Therefore, the pro- 
ceeds of insurance payable to the decedent’s 
widow are chargeable with their proportionate 
share of the estate taxes.—Estate of Donald 
Bayne, CCH INHERITANCE Estate and GIFT 


State Tax Calendar 


TAx Reports § 17,321 
Westchester County). 


(Surrogate’s 


Ct, 


Appraisement of unlisted stock: in Penn- 
sylvania.—Facts: The heirs and the execu- 
tor of the decedent appealed from the 
appraisement of the Transfer Inheritance 
Tax Appraiser, claiming that he had placed 
too great a value on certain stock in the 
decedent’s estate. The stock was not listed 
on any exchange or market. Furthermore, 
the stock of the corporation is owned almost 
wholly by one family. An experienced trust 
officer testified that he would not buy the 
stock “at any price.” A stock broker testi- 
fied that he could not recommend the 
purchase of the stock at the appraisal price. 


Decision: It was held, however, that the 
value of the stock must be determined by 
what it would bring on the open market, 
not as trust securities nor as stock held 
primarily as income-producing securities.— 
Estate of Ruth Beers Moffett, CCH INHERIT- 
ANCE EstATE AND Girt TAx RePorts { 17,370 
(Orphans’ Ct., Venango County). 
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Other Helpful, Informative CCH Magazines 


Insurance Law Journal 


% Month after month, this helpful magazine 
presents timely articles on pertinent subjects 
of insurance law, digests of recent decisions, 
comments on pending legislation, rulings of 
state commissioners and attorneys general, 
and other features reflecting the changing 
scene of insurance law. The Journal is edited 
exclusively for insurance law men, by insur- 
ance law men. Emphasis is on the insurance 
law fields of Life, Health, and Accident, Fire 
and Casualty, Automobile, and Negligence. 
Issued monthly; subscription rate—$10 a year, 
including a handsome binder for permanent 
filing of each monthly issue for a year. Send 
for a sample copy. 


Labor Law Journal 


*Specifically designed and edited to promote 
sound thinking on labor law problems, the 
Labor Law Journal presents timely articles 
concerned with the intimate and complex 
relationship of Law, Labor, Government, Man- 
agement, and Union. Month after month, the 
Journal brings you the serious thinking, the 
reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on 
significant, pivotal labor law problems. 


Specialists in that field—from government, 
law, union, education, management — treat 
troublesome phases of labor law in factual, 
hard-hitting articles. No punches are pulled— 
nothing is “slanted.” Issued monthly; sub- 


scription rate—$6 a year. Sample copy on 
request. 


Food Drug Cosmetic Law Journal 


*Essentially, the purpose of the Journal is 

to stimulate and facilitate the exchange of 

Food:Drug:Cosmetic Law | professional views in a highly specialized field 
f of law. Each issue presents signed articles— 

Fownal # by specialists, public officials, and other au- 
ME thorities—on legal problems involved in the 
net preparation, packaging, labeling, storage, and 
——— distribution of foods, with respect to nutrition, 
+ health, and the general public welfare, in ad- 
ee CU dition to notes on legislative, administrative 
7: and judicial developments. Issued monthly; 
subscription rate—$10 a year, including binder 

for year’s issues. Sample copy sent on request. 
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